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Business—A Profession
Thousands of men and women from all parts of the world
ing advantage of the opportunity for specialized study in Account
ing, Advertising, Finance, Management, Journalism, and Foreign
Trade.

These men and women have awakened to the fact that they can
qualify for the bigger positions much more rapidly if they have
had or are endeavoring to receive a specialized training such as is
offered by
NEW YORK UNIVERSITY
SCHOOL OF COMMERCE
ACCOUNTS and FINANCE
The regular fall term begins September 23. High school graduates or those over
21 years of age are eligible for entrance.
Registrations will be accepted up to
October 11.
A copy of the regular bulletin will be sent to you upon application to the Secretary.

32 Waverly Place

New York City

The Greatest Speed

The illustration shows the Pony Special

—a machine so light in weight that it
can he easily moved from desk to desk.
Size 8 x 12 inches, and weighing 12
lbs., it is the ideal machine for the
Accountant's use. Practically Noiseless.

Thousands of Accountants have been shown shorter and
easier methods of working their special calculations. The
actual proof of the method or machine is the time taken to
perform the operation. The records and methods of the
Marchant Calculator speak for themselves. Note the ex
ample below:
PERCENTAGE CALCULATIONS
125.00
.041369
250.45
.082886
1255.55
.415525
650.35
215234
740.25
.244986
3021.60
1.000000
What percentage is each amount to the total sum?—
Calculated on the Marchant by using the reciprocal method
in 45 seconds.
We will gladly give you a free demonstration of Marchant
efficiency. A trial costs you nothing. A machine will be
sent, express prepaid, with full instructions, to any part of
the United States. Write us.

Marchant Calculating Machine Co.
Bulletin A-12 for Accountants.

Marchant

CALCULATING MACHINE CO.
OAKLAND, CALIF.
Branch Office—
237 Railway Exchange Building, Chicago, III.
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Six Gold Medals
in Six Years
Six times in the last six years gold medals offered by the Illinois
Society of Certified Public Accountants for the highest standing in the Illinois
examinations went to Walton men. In the May, 1919, examination, twelve of
the twenty three to receive degrees were Walton men, including both gold and
silver medal winners.
For the third successive year a Walton student has received the highest
average marking in the American Institute examinations. Nine of the thirtyseven successful candidates in the May 1919 test were Walton students.
In May 1918 a Walton student won first place in the Institute examination.
In the June 1917 Institute examination sixty-eight men were successful.
Eight were Walton students. Five who acquitted themselves with special dis
tinction were named in order of merit. Three of the five were Walton trained
and a Walton man headed the list.
For two successive years Walton students have won gold prizes in Alberta
Chartered Accountants examinations.
Large corporations like the New Jersey Zinc Company of New York, the
Firestone Tire & Rubber Company of Ohio and the Standard Oil Company of
California have taught Walton courses to hundreds of their employees.
Walton courses have been endorsed by adoption in almost a score of the
leading universities.
Leading members of the accounting profession have chosen this school to
train their employees, and even their sons.

Correspondence Instruction
We offer by correspondence the accounting and law course which trained
the men who won these honors and prizes—the courses endorsed by these
educational, professional and business authorities.

Chicago and New York Evening Schools
For full information and bulletin in regard to resident instruction address
W. H. Harrison, Secretary, 371-381 Peoples Gas Building, Chicago, or Harold
Dudley Greeley, C. P. A., Resident Manager, 731 Singer Building, New York City.
“The Walton Way to a Better Day,” our new book, is of vital interest to
every man who looks forward to a bigger success. Write for it today.

WALTON SCHOOL OF COMMERCE

Seymour Walton, A. B., C. P. A., Dean
J. Porter Joplin, C. P. A., Pres.
Charles H. Langer, C. P. A., Vice-Pres.

371-381 Peoples Gas Bldg.

Chicago, Illinois

In making inquiry please advise whether you are interested in correspondence or resident instruction

Walton School

Commerce
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THE NATIONAL

DIARIES
NOW READY FOR

1920
FOR PERSONAL
OR OFFICE USE.
VARIOUS SIZES
AND BINDINGS

“DAILY REMINDERS”
THESE POPULAR NATIONAL DIARIES fill a special need existing in every
home and office, a daily record or reminder. To the accountant or profes
sional man a diary is indispensable for recording engagements or important
events. NATIONAL DIARIES are made in many sizes, from vest pocket
size to the more roomy and convenient dimensions of office books.

NATIONAL DIARIES are also made in Loose Leaf form, with flexible bind
ings of real leather, or in practical, inexpensive bindings, any of which are
the best values to be found at the price.
SCIENTIFICALLY planned, tested and constructed, all National Blank Books
are convenient, durable and up to date, with a scale of prices to suit
every purchaser.
TO HEAD ACCOUNTANTS, PUBLIC ACCOUNTANTS
and AUDITORS: Our new Loose Leaf Catalog illustrating
new stock forms and loose leaf devices will be sent upon
request. Mention Journal of Accountancy. - -

New York
London

Berthierville,
Canada
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United States. In its articles and editorial columns it treats, from the accountant’s point of view, of
business problems and conditions.
The editor will be glad to receive and to consider for publication articles from well-informed
persons, and will welcome especially contributions from public accountants. The manuscripts of articles
not available for publication will be returned on request.
Change of address must be received by the publishers on or before the 20th of the month pre
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HE known success of the Public Accountant in ap

T

plying Business Knowledge to Business Problems demonstrates
beyond doubt that the training that is best for him is also the best
to develop clear thinking on all Accounting and Business Problems.
BACK OF THE SUCCESS OF THE VANNAIS TRAINED MAN LIE
these vital points which should be carefully considered by anyone interested
in Accounting study:

AN ELASTIC training by correspondence readily adaptable to the indi
vidual.
PERSONAL Supervision, with careful provision for individual require
ments.
NON-STANDARDIZED answers.

TRAINING, that teaches the student to think like an accountant.

The following Record proves the value of Vannais Training.
OF 43 STUDENT-CANDIDATES for the C. P. A. Degree since
November, 1918,

27 PASSED

10 Failed in one subject

6 in all.

THESE EXAMINATIONS were taken in States using the questions and
markings of the American Institute of Accountants.

Over 400 men engaged in the practice of Public Accountancy are enrolled
with us in New York City.

THIS IS the greatest endorsement that could be given as to the worth
of any Accounting Training.

THE FOLLOWING BOOKS bound in heavy limp leather, are furnished
and are used for reference purposes in conjunction with our training.

Esquerre’s Applied Theory of Accounts
Crane’s Business Law
Montgomery’s Auditing Theory and Practice
Nicholson-Rohrbach Cost Accounting
Conyngton’s Corporate Organization and Management

We do not accept students who are not well grounded in bookkeeping.

The Vannais Accounting Institute, Inc.
HARTFORD, CONN.
150 Nassau Street
New York City

Chamber of Commerce Building
Rochester, N. Y.

Chicago, Illinois
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The Accountant's Indispensable Guide
The task of filling out a tax return falls most heavily upon the accountant, and
because he fully realizes the complexity of the problems he must grapple with he
gladly avails himself of every reliable, labor-saving assistance he can obtain. For this
reason thousands of accountants have used Montgomery’s manuals of Tax Procedure.
These guides have earned a reputation for helpfulness, reliability, and thoroughness,
that is second to none. This year’s manuals will not lag behind their predecessors in
any detail. Everything that will facilitate the accountant’s work and enable him to
avoid laborious experimental calculation will be included.

Income Tax Procedure
Excess
How These Manuals Are
Regarded
“Apart from its contents, which render it in
dispensable to an accountant, the book is so
well written that it is really a pleasure to read
it.”—W. T. Simpson, Public Accountant and
Auditor, New York, N. Y.

“In our use of the book, which is constant,
it has never yet failed to answer any question
which we have had to ask. This is certainly
saying a great deal considering the complexity
of the subject.’’—J. H. Gannon, The Butterick
Company, New York, N. Y.
“It is absolutely complete in every detail
and I am sure I shall find it very useful.’’—
H. H. Bizallion, The Gotham National Bank,
New York, N. Y.

“This is always a valuable book for me to
have on file.’’—C. Stanley Mitchell, Vice-Presi
dent, The Chatham & Phenix National Bank,
New York, N. Y.
“It has always been of considerable help to
me and I am sure that it is the best guide on
the market.”—William H. Montgomery, Presi
dent, Eighth National Bank, Philadelphia, Pa.

“This book is a very great help, and we are
exceedingly glad to have it.”—S. A. Everitt,
Treasurer, Doubleday, Page & Co., Garden
City, N. Y.

“The work is one which is invaluable not
only to lawyers but to all those who are largely
affected by the Federal Revenue Acts. I cer
tainly cannot speak too highly of it.”—W. H.
Van Benschoten, of Duer, Strong & White
head, New York, N. Y.
“We find that this book is of very great
value to us in making up our income tax re
turns and are not willing to get along without
it.”—T. J. Kauffman, Treasurer and General
Manager, Square D Company, Detroit, Mich.

This year Mr. Montgomery’s Income Tax Pro
cedure is published in two volumes. Vol. I, “Income
Tax Procedure—1920,” 1100 pages, is devoted to a
very thorough consideration of the income tax alone.
Vol. II, “Excess Profits Tax Procedure,” 400 pages,
is equally explicit in its handling of returns under the
Excess Profits Tax law. In both the accountant will
find assembled for ready reference, (1) the text of
the law, (2) the Treasury Department rulings and
regulations, and (3) the Court decisions bearing
upon the item in question. They give a full and
clear explanation of the accounting procedure and
point out the taxpayer’s rights and duties under the
law.

For Taxpayers of Every Class
These manuals cover comprehensively the needs of
every class of taxpayer. The requirements of the
returns for corporations, bankers, brokers, profes
sional and business men, fiduciaries, resident and
non-resident aliens, and so forth, are fully explained.
Out of his own experience with hundreds of cases
of all kinds that have been submitted to him for
advice the author is able to give special attention to
troublesome items and you will find an answer to all
the problems you may encounter in making out returns.

The Ronald
20 Vesey Street
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in Solving Tax Return Problems
These manuals are indispensable not only because of the completeness of their
accounting advice, but also because they give all the legal counsel the accountant re
quires in order to safeguard his employer’s or client’s interests. Mr. Montgomery is
not only a well-known C. P. A. but is also a member of the New York and Philadel
phia Bars and his manuals are ready reference books in the offices of lawyers all over
the country. His exposition of and comments upon the law and the Treasury rulings
are clear, concise, and dependable, and opinions he has expressed in former manuals
have been in harmony with decisions subsequently rendered by the Supreme Court.

—1920
Profits Tax Procedure
Difficult Accounting Problems Are Simplified

Intricate questions such as those relating to
Depreciation, Depletion and Obsolescence are
made clear and the approved methods of hand
ling them are shown; Inventories, which have
been a fruitful source of trouble, receive full
consideration and the requirements of the In
ternal Revenue Bureau are distinctly pointed
out; Exemptions, Deductions, and Credits are
straightened out, and nothing is omitted that
will enable you to apply the requirements of
the statute and the regulations to any particu
lar condition of investment and income.
A thoroughly up-to-date supplement will be issued
February 29th, in time for the preparation of returns.
This will be sent free to every subscriber.

The New York State Income Tax Law
Two chapters of great interest and practical value to
taxpayers in New York State and to many whose
source of income is in that State but who reside in
neighboring States are devoted to a consideration of
the New York State Law.

Examine These Manuals

'

Both volumes will appear in January.
Send for
them and examine them thoroughly. You can judge
for yourself just how much valuable assistance and
needed advice you can derive from them. If you
find that you cannot profitably use either volume, or
both, by all means return them and a prompt refund will
be made if cash has been sent with
order.
If you prefer to examine
them before remitting you may do
so. Use the accompanying Coupon.

Some Press Opinions
“The volume is one which will be of the greatest
possible assistance to the accountant, the corpora
tion official, and the individual taxpayer.”—The
Journal of Accountancy.
“His suggestions as to accounting procedure in
the handling of transactions as to which there are
often alternative methods open to the accountant,
are particularly valuable.”—Bulletin of National
Tax Association.

“The most practical working compendium of the
Income Taxes that the reviewer has seen.”—Univ.
of Pa. Law Review.

“There is nothing that has come to the review
er’s attention that is in any way so comprehensive
and helpful on this subject as this manual.”—
National Efficiency Quarterly.

Use This Coupon
The Ronald Press Co.,
Dept. 164, 20 Vesey Street, New York City
As soon as issued, send me copies of R. H.
Montgomery’s Income Tax Manuals.
*Vol. 1. Income Tax Procedure—1920. Price $6.00
Vol. 2. Excess Profits Tax Procedure. Price $3.00
At the end of Five Days I agree either to remit
the price, $9.00, or to return the books; or if I
wish to retain one to remit therefor and return
the other.

Name_____________________________________________
Business Firm

Press Co.
New York City, N.Y.

Or Reference.___________________________________
Address__________________________________________
*If only one volume is desired cross out one not
wanted.

Bookseller
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$200.00 Reward
will be paid by

United States Fidelity & Guaranty Co.
for information leading to the arrest and return to New York of
Ralph Longbotham, alias Robert Lawrence, to answer charge of
grand larceny preferred by Ream, Cromwell & Wrightson. He
disappeared August 2, 1919.
Specimen of Handwriting:

RALPH LONGBOTHAM

Longbotham was formerly an accountant, and he may now be
working for you. The undersigned will furnish detailed descrip
tion and further information upon request.

ALONZO GORE OAKLEY, Manager
45 CEDAR STREET, NEW YORK CITY
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BOARD OF EXAMINERS
Examination in Auditing
NOVEMBER 13, 1919, 9 A. M. TO 1 P. M.

Answer any ten questions and no more:
Outline in the case of a balance-sheet audit a programme of
instructions for verification of cash and bank balances.
2. Outline a system of internal check for a wholesale grocery
concern doing a business of $3,000,000 a year, with about
2,000 customers. The system should co-ordinate with an
annual audit by professional accountants.
3. A corporation owns nearly all of a block of land. The
remaining portion is purchased subject to an existing
lease. The corporation sets aside out of surplus an
amount believed to be sufficient to extend its plant over
the entire block at the expiration of the lease. What
ledger title should be given to the amount set aside, and
how should the amount be set up on the balance-sheet ?
4. In making “detailed” audits some auditors verify all post
ings and footings of general and subsidiary ledgers, even
though controlling accounts are kept. State reasons for
and against such procedure.
5. Describe three methods of calculating depreciation and sug
gests cases in which each might be feasible or desirable.
6. The federal reserve board stipulates that paper to be eligible
for re-discount must be supported by a statement of the
borrower showing a satisfactory excess of quick assets
over current liabilities.
1.

(a)

For such purpose what items are
1. Quick assets ?
2. Current liabilities?
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(b)

7.

8.

In auditing the accounts of a corporation for the first time
you find that during prior years the federal income-tax
returns (which had not been audited by the government)
were, in your opinion, inaccurate and that a substantial
additional amount of taxes is due to the government.
Your client claims that the returns were correct, having
been prepared under the advice of counsel. You believe
that the client is acting in good faith. What, if anything,
would you recommend? What bearing, if any, would the
facts have upon a balance-sheet to be certified by you ?
Describe a proper arrangement of audit working papers:
(a)
(b)

9.

10.

11.

A man owns 100% of the stock of each of two cor
porations. The business of one corporation is leased
to the other, so that the lessee corporation has title
to all quick assets. What kind of a statement
should be submitted?

During the audit;
When ready for filing.

In the audit of the accounts of an instalment house with
20,000 open accounts, where weekly payments are due
and made in currency, how would you verify the out
standing balances ?
You ascertain that a client owes a substantial amount for
assessments against local benefits. No liability therefor
appears on the books. How would you proceed to de
termine the amount due? How would you reflect such
amount on the balance-sheet?
On March 15, 1919, you received instructions to audit the
accounts of a large corporation whose fiscal year ended
December 31, 1918. The corporation has subscribed for
Liberty bonds through various banks and at December
31, 1918, certain subscriptions had been paid for in full
and delivery of the bonds accepted, while in other cases
part payments only had been made. Bonds have also
been delivered to employees who have subscribed and
paid for them in full. Describe how you would proceed
to verify the asset shown on the balance-sheet at Decem
ber 31, 1918, representing bonds on hand and part pay
ments made on subscriptions, so that you can give an
unqualified certificate to your clients as of December 31,
1918.
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13.

In making an audit of a trust estate you find the following
amounts treated as income:
Profit on retirement of $10,000 bonds paid off at par
plus 5%.
(b) Dividend of $500 due prior to decedent’s death.
(c) Interest on $10,000 note for half-year to June 30th
(testator having died on March 31st).
(d) Dividend of $1,000 for half-year to June 30th received
July 1st.

(a)

What criticism, if any, would you advance in regard to these
credits ?

Examination in Commercial Law
NOVEMBER 13, 1919, 2 P. M. TO 6 P. M.

Give reasons for all answers.

NEGOTIABLE INSTRUMENTS
Answer three of the following four questions:
(a) A holds B’s note for $5,000, which is drawn to the order
of A. How can A transfer the note to C and at the same
time avoid liability on it?
(b) Mention the various kinds of endorsements and give an
example of each.
2. A received from B a negotiable promissory note for $2,500
payable on demand to the order of B and endorsed by B
to the order of A. Six months later the maker of the
note became insolvent. Has B any defense to an action
by A against him as endorser? Explain fully.
3. A delivered his cheque to B for $150 in payment for a horse
and later gave notice to the bank on which it was drawn
not to pay it. What are B’s rights (a) against the bank
and (b) against A?
4. As an accommodation to B, A on June 1, 1919, endorsed B’s
note for $1,000 payable to C’s order on July 1, 1919. On
July 2, 1919, C endorsed and delivered the note to D.
What rights, if any, has D against A?

1.

CONTRACTS

5.

Answer two of the following three questions:
A, having contracted on January 1, 1919, to sell B 100 bbls.
of flour to be delivered on July 1, 1919, notified B on
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February 1, 1919, that he would not perform the con
tract. What were B’s rights upon the receipt of this
notice ?
6. A, in New York, wrote B in Buffalo, offering certain goods
for sale at a certain price. B wrote a letter to A accept
ing the offer and posted it in Buffalo. Before A received
the letter he received a telegram from B stating that he
withdrew the acceptance. Was a valid contract made?
Explain the principles involved.
7. What are the rights of a vendor of personal property when
the vendee wrongfully refuses to accept delivery thereof ?

CORPORATIONS
Answer both the following questions:
8. What is meant by issuing of stock, and in return for what
may stock lawfully be issued?
9. From what funds may dividends be paid and who determines
whether and when they shall be paid?
BANKRUPTCY
Answer both the following questions:
10. Define and distinguish insolvency at common law and under
the federal bankruptcy act.
11. A commences a suit against B and obtains an attachment
of B’s property. Thirty days thereafter A enters judg
ment. The next day a petition in bankruptcy is filed
against B, and twenty days thereafter he is adjudged a
bankrupt. What is the effect, if any, on A’s attachment
and judgment?

12.

PARTNERSHIP
A and B were partners in business. A died and C was
appointed executor of his will. What are the rights, if
any, of C, as executor, with respect to the partnership
assets and business ?

INCOME TAX
Answer two of the following three questions:
13. To what extent are salaries of officers and bonuses given
to employees deductible in computing the net income of
corporations under the federal income-tax law?
404
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14.

15.

A New York corporation received during the year divi
dends amounting to $2,000 on stock of a Massachusetts
corporation owned by it and $1,000 on stock of a British
corporation owned by it. Do these dividends constitute
taxable income of the New York corporation under the
federal income-tax law?
A purchased a plot of vacant land in 1903 for $5,000. In
1919 he sold it still vacant for $7,500. How should this
transaction be treated by A in preparing his income-tax
return ?
Examination in Accounting Theory and Practice
PART I
NOVEMBER 14, 1919, 9 A. M. TO 1 P. M.

Answer questions 1 and 3, and any three other questions:
1. Spark Plug and Auto Supply, Inc., is the manufacturer of a
patented spark plug and is also dealer in automobile sup
plies. From the following trial balance (as of October
31, 1919), and information prepare balance-sheet and
profit and loss statements showing cost of manufacture of
spark plugs and gross and net profit on sales.
Advertising ...............................................
$26,450
Accounts receivable ................................
180,105
“
payable ....................................
Bills receivable.........................................
35,000
“ payable trade creditors....................
“
“
First National bank........
Bonds 5% 1st mortgage...........................
Building factory ......................................
225,000
Bad debts written off...............................
7,850
Capital stock:
Common fully paid
Authorized $250,000
Issued ....................................................
6% Preferred.
Authorized and issued...........................
Dividend preferred stock.........................
18,000
Delivery expenses.........................................
7,140
Delivery, equipment and trucks..............
9,250
Directors’ fees ...............................................
2,500
Discount on sales ....................................
12,200
Freight: raw materials ...........................
12,050
“
automobile supplies ......................
2,345
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$42,500
22,700
150,000
250,000

100,000
300,000
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Finished goods .......................................
First National Bank current account....
General expenses ....................................
Goods in process......................................
Heat, light and power.............................
Interest on bonds ....................................
Insurance and taxes: factory................
Labor: productive....................................
“
non-productive.............................
Liberty bonds...........................................
Loose tools ...............................................
Machinery and plant................................
Office furniture and fixtures....................
Payroll ......................................................
Patent rights.............................................
Purchases: raw materials.......................
“
automobile supplies ...........
Repairs ......... ...........................................
Rent: warehouse......................................
Reserve for depreciation: buildings ....
“
“
“
machinery....
“
“ bad debts.............................
Real estate: factory site .........................
Shop supplies and expenses....................
Surplus......................................................
Sales: spark plugs ...................................
“
automobile supplies ....................
Salaries: office and general ....................
“
salesmen ..................................
Travelling expenses ................................

34,320
51,850
14,770
13,250
22,200
9,375
17,400
233,846
99,444
195,000
15,270
165,090
1,200

4,278
30,000
450,960
141,690
14,050
3,875
20,500
16,836
8,000

150,000
15,560
173,011
1,063,020
137,595

14,500
34,600
22,300

2,288,440

Inventories, Nov. 1, 1918:
Raw materials ..................................
Automobile supplies.............................
Inventories, Oct. 31, 1919:
Raw materials ..................................
Automobile supplies .............................
Finished goods......................................

2,288,440

14,500
22,450

27,300
19,200
50,400

Goods in process ..................................
Loose tools ...........................................

17,205
10,500

Reserve for bad debts to be adjusted to 5% of open accounts.
Depreciation for the 12 months ended October 31, to be allowed
as follows:
Factory buildings..................................
2%
Machinery .............................................
5%
Delivery equipment.....................................
10%
Furniture and fixtures.............. ...............
$200
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Disregard fractional parts of a dollar.
Patent rights expire Oct. 31, 1925.
Advertising, $950.00 applies to next season.
Taxes on factory buildings accrued, $1,400.00.
First mortgage 5% gold bonds are a first charge on. all the assets
of the company. Interest payable quarterly on the first of
February, May, August and November.

The certificate of incorporation of the company referred to
in the preceding question provides for the redemption of
preferred stock “out of surplus profits,” $30,000 to be
redeemed November 1, 1919, and $30,000 yearly there
after. The stock redeemed in 1919 is to be purchased at
105 and accrued dividends, in 1920 at 110, and so on, the
1928 redemption being at 150.
Assuming that purchases of stock are made in accordance
with the above requirements and that the directors take
the necessary steps for the cancellation of the issue, ex
plain how the various transactions should be recorded in
the books of the company and illustrate your answer by
journal entries.
How would you show the accounts in the balance-sheet at
any time during the redemption period ?
3. In Mr. Jones’ private ledger he keeps accounts with each
investment he makes, one of which is an investment of
1,000 shares (par value $100) of the A. B. Company,
which he acquired in July, 1914, for $85,000. After this
date and up to December 31, 1918, he makes further pur
chases and sales of this stock. A certified public ac
countant called in to prepare Mr. Jones’ income-tax re
turn for 1918 finds that these and other transactions have
been written up in the following manner, no effort to
show the profit on the sale of 1,000 shares on June 1,
1918, having been attempted:

2.

July 1/14.
Dec. 31/14.
May 31/15.
Nov. 30/15.
Dec. 31/15.

INVESTMENT A. B. COMPANY ACCOUNT
Dr.
1,000 shares purchased.........................
$85,000
Entry to carry this stock at par.........
15,000
Purchased 1,500 shares at par.............
150,000
Sold 300 shares at 125.......................
Profit and loss—profit on sale of 300
shares ....................
7,500
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July 1/16. Stock dividend of 50% on 2,200 shares
declared from profits accumulated
prior to Mar. 1, 1913........................
Feb. 28/17. Sold 700 shares @ 110.........................
Dec. 31/17. Profit and loss, profit made on sale of
700 shares .............
7,000
June 1/18. Sold 1,000 shares @ 125........................

4.

5.

6.

7.

110,000

77,000
125,000

Rewrite this entire account to show how it should have been
kept in order to show the actual profit on each sale, and
also calculate the actual profit on the last sale of 1,000
shares. What is the book value of the total shares on
hand December 31, 1918?
Discuss the treatment of expenditures for (I) ordinary re
pairs and (II) replacements in their relation to capital
expenditures, profit and loss and reserve for depreciation.
A corporation carries on its books an account with patents it
has acquired from time to time by outright purchase
during a period of ten years. They are still carried at
original cost and it is decided to determine their present
value, based upon the expiration of the life of the patents.
Describe how you would proceed accurately to secure this
result.
A wholesale and retail company, which also manufactures
most of the goods sold by it, determines through its cost
system in the factory the cost of manufacture and pro
poses to bill its wholesale department for all goods manu
factured at cost plus 10%. What effect will such pro
cedure have on statements issued by this company?
State briefly the reasons advanced against including interest
on owned capital in manufacturing costs.

Examination in Accounting Theory and Practice
PART II
NOVEMBER 14, 1919, 2 P. M. TO 6 P. M.

1.

Answer questions 1 and 2, and any five other questions.
A. and B. trading in partnership decide to admit C. as from
January 1, 1919.
They agree with C. as follows:
C. is unable to contribute any tangible assets as his capital
investment, but agrees to allow his share of the profits to
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be credited to his capital account until he shall have one
fifth interest. C. is to share profits and losses to the
extent of one-fifth.
C. is to receive a salary of $3,000 per annum, payable
monthly in addition to his share of profits.
Balance-sheet of A. and B. at December 31, 1918, is as
follows:
Assets
Cash........................................ $ 1,500
Accounts receivable.............. 1'0,000
Merchandise ......................... 7,500
Furniture & fixtures ........... 1,500
Goodwill................................ 2,500

Liabilities
Accounts payable.................... $8,000
Capital accounts
A. $10,000
B. 5,000
-------- 15,000

$23,000

$23,000

During the six months ended June 30, 1919, the business
has sustained unusual losses and it is decided to dissolve
the partnership.
The balance-sheet at that date is as follows:
Assets
Liabilities
Cash ...................................... $ 500 Accounts payable.................. $12,500
Accounts receivable ............. 12,500
Merchandise
................... 5,000 Capital accounts
Furniture & fixtures..........
1,500
A. $10,000
Goodwill ................................ 2,500
B.
5,000
Deficit
-------- 15,000
Being loss on trading for
six months ....................... 5,500

$27,500

$27,500

Accounts receivable were sold for $9,000, the buyer assum
ing all responsibility for collection and loss, if any.
Merchandise realized $6,500 and furniture and fixtures $500.
You are asked to make an examination of the accounts from
January 1st and to prepare statements showing the reali
zation of assets, the adjustment of the partnership ac
counts and the distribution of the funds.
In your examination you find that C. has not drawn his
salary for four months, and that B. has advanced to the
partnership $2,500 by way of a temporary loan. These
liabilities you find are included in the sum of $12,500
shown as accounts payable.
C. is ascertained to be worthless.
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2.

The Pan-American Chemical Company, a New York cor
poration, owns a plant in Chile where nitrate of soda is
manufactured and shipped to the United States. The
accounts in Chile are kept in the local currency (pesos)
and the following is a summary of the transactions
during 1918:
1/1/18 New York remitted by telegraphic transfer $30,000
which realized 120,000 pesos
4/1/18 “
“
“
$30,000 “
150,000 “
7/1/18 “
“
“
30,000 “
180,000 “
10/1/18 “
“
“
30,000 “
150,000 “

There were paid in wages for plant construction 120,000 pesos
There was paid for operating................................ 300,000 pesos
At December 31, 1918, the unpaid payroll for operating labor
amounted to 60,000 pesos and one-sixth of the nitrate
produced during the year remained in inventory.
You may assume that the production, construction and ship
ments were spread evenly over the whole twelve months,
and that the only element entering into costs of produc
tion and construction in Chile was labor.
The average quoted exchange rates in Chile and New York
were as follows:
1/1/18 to 6/30/18
7/1/18 to 12/31/18
At the close of business
12/31/18 the rate
suddenly dropped to

3 pesos = $1.00
5 “ = 1.00

6

“

= 1.00

You are required to show the accounts affected in both pesos
and American dollars and to prepare a trial balance as
at 12/31/18 for the purpose of incorporating the Chilean
accounts on the New York books.

3.

If in consolidating the accounts of a holding company and
its subsidiary companies you find that in the case of
one of the subsidiary companies the holding company
owns only 60% of its voting stock, state briefly how you
would treat this subsidiary company’s accounts in the
consolidated balance-sheet and why your proposed treat
ment reflects the true financial position of the combined
companies more clearly than other methods with which
you may be familiar.
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4.

From the following comparative balance-sheets of the ABC
Company at December 31, 1917, and December 31, 1918,
prepare a short statement showing the funds realized
during the year and the disposition made thereof:

Assets:
Capital assets ....................................
(Replacement values as shown
by appraisal were used at
December 31, 1918)
Inventories .. . . . .................................
Accounts receivable .........................
Cash ....................................................
Deferred charges ..............................

Liabilities:
Capital stock .........................................
Bonds (issued at par).........................
Capital surplus, representing excess of
sound replacement value of ap
praisal at December 31, 1918, over
the book value of capital assets at
that date ...........................................
Bank loans .............................................
Accounts payable ..................................
Reserve for depreciation and replace
ments ...............................................
(The reserve at December 31, 1918,
represents the difference between
the replacement and sound value of
the appraisal at December 31, 1918)
Surplus ..................................................

Dec. 31,1917
$600,000.00

Dec. 31,1918
$900,000.00

1,000,000.00
850,000.00
200,000.00
20,000.00

1,160,000.00
800,000.00
550,000.00
10,000.00

$2,670,000.00

$3,420,000.00

Dec. 31,1917

Dec. 31,1918

$1,000,000.00

$1,000,000.00
500,000.00

750,000.00
500,000.00

150,000.00
400,000.00
600,000.00

100,000.00

200,000.00

320,000.00

570,000.00

$2,670,000.00

$3,420,000.00

Note.—The profits for the year were $450,000 and dividends were paid during
the year amounting to $200,000. The sum of $100,000 was charged to operation
for depreciation during the year and $50,000 was charged against the reserve for
replacements.

5.

Is there any distinction between the figure shown as “in
vested capital” in a corporation’s excess profits tax re
turn and the capital value upon which capital stock tax is
calculated ?
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In setting up the balance-sheet of a corporation which has
an issue of 100,000 shares of stock of no par value, but a
stated value of $5 a share, and an excess of assets over
liabilities of $1,500,000, how would you show the capital
on the balance-sheet?
7. State how you would show on the balance-sheet, if at all,
consigned goods held for account of a principal ?
8. In which section of the balance-sheet and in what order
would you show the following items: wages, accounts
payable, taxes, notes payable, interest accrued payable?
9. Would you advise showing profits for prospectus purposes
before or after deducting war profits and income taxes ?
State your reasons briefly.

6.
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Renewal Costs and Business Profits in Relation
to Rising Prices
By John Bauer
Industrial management faces a grave danger during a period
of rising prices in that the revenues or gross earnings show the
full effect immediately, while many of the additional costs are
more hidden and are not fully disclosed in the accounts as they
are incurred, but finally cannot be avoided. This results for a
time in an overstatement of profits and unjustified payment of
dividends or withdrawal of earnings but in the end means waste
of capital and loss of income. The prosperity of rising prices is
usually unreal. People fool themselves with the greater number
of dollars that they receive, while they do not count the full
costs that ultimately must be paid, and they actually become
poorer in the meanwhile.
I wish to discuss one particular cost which is being generally
overlooked, but which, in the end, will have to be faced by all
business and society at large—the allowance for depreciation or
renewals of industrial plant. At best, this matter has been handled
haphazardly in the past and has caused many business failures.
But, at present, there is extraordinary danger, even to con
cerns which heretofore have made seemingly adequate provision
for depreciation or renewals. Provisions for renewals of plant
are commonly made in one of two ways, although, of course,
other methods may be used: (1) charging to operating costs a
systematic allowance for depreciation or, (2) charging to opera
tion the original cost of property retired as renewals are made.
The object of either method is to maintain out of earnings the
investment in property, so that when any unit of plant or equip
ment has been withdrawn from service, its cost shall have been
made good out of earnings and shall then be taken out of prop
erty account.
We shall not be concerned here with the technique of account
ing, as to whether the one method or the other be used, nor with
the relative advantages or disadvantages in actual practice. The
point, however, should be clear that all recognized methods result
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in charging to operating account the original cost of property
retired. This policy, in view of the higher present level of prices,
is wrong. If the present level continues, or is maintained to such
extent that renewals will cost more than property retired, the
recognized allowance for renewals is inadequate and should be
raised in proportion to the higher prices.
The issue is whether as a principle of management and
accounting, the charges to operation for renewals should result
merely in keeping up the so-called investment in dollars and
cents, and no more, or in actually maintaining the plant in its
physical condition and capacity as a producing agent. The first
is, of course, the generally accepted view, which is doubtless based
on the assumption that prices are ordinarily constant and that
the general level does not change. If prices were constant, both
the investment in dollars and cents, as well as the physical plant,
would be maintained out of earnings, by including in operating
account only the original cost of the property retired. But if
prices have risen, then, while this practice will maintain the
so-called investment in terms of dollars, it will not keep up the
physical condition and production of the plant. It will result
in additions to capital account without enlarging the plant, or
increasing its producing capacity. The question therefore arises,
is the purpose of management merely to maintain investment in
terms of dollars, and to show current costs and profits accord
ingly, or is it really to keep up the plant and equipment and to
maintain the physical productivity of the property?
If the question and facts are once clearly understood, there
can scarcely be a difference in opinion. The purpose of manage
ment certainly must be to maintain the physical plant, and to
keep up production without drawing upon capital funds. If this
be true, then, when the price level has risen, the charge to opera
tion for renewals should not be the original cost of property
retired, but the cost of new property which, in function and
capacity, is required to replace the old. The point may be pre
sented more clearly by concrete illustration.
Assume that a street railway company purchased 1,000 pas
senger cars at $5,000 each, that the cars have an average life of
20 years and that the company allows for depreciation $250.00
a year per car. On the average, therefore, by the time a car is
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retired, the full original cost of $5,000 has been charged to opera
tion and has been reserved from earnings. The original cost of
$5,000 is then written off and the cost of all new cars is charged
to capital account. So long, then, as prices remain unchanged,
this policy is satisfactory; operating costs and capital account
are properly stated. Suppose, however, that prices have doubled
—then the renewal of every car that had cost $5,000 requires
$10,000. But, if only $5,000 have been charged to operating
costs and reserved from earnings, then simply to renew its prop
erty, without any improvements or additions, the company must
pay $10,000 instead of the original cost of $5,000. Having kept
from earnings only $5,000, it is compelled to make the additional
expenditure out of capital funds derived from the sale of securi
ties. When all the old cars have been renewed, the company will
not have more or better cars, but will have doubled its original
capital account, and will have twice the original bonds or other
securities outstanding. While it will have maintained its invest
ment in terms of dollars, it will have standing against property
of the same physical character and capacity securities of $10,000,000 instead of $5,000,000. Merely to replace the cars, it had
to borrow $5,000,000—an amount equal to the cost of the original
equipment.
It may be argued in the above illustration that because of the
change in prices, net earnings in the meanwhile would have
doubled and would justify the additional obligation. Again, this
is true in terms of dollars, but not in reality. Half of the earn
ings would be required as interest on the new bonds; the rest
would be equal to the old earnings in dollars, but would con
stitute only half of the former purchasing power. The company
would earn the same amount of money for its owners, but would
turn over to them only half the former income in terms of every
day purchases.
This is the inevitable result of simply maintaining investment
in terms of dollars and charging to operation only the original
cost of property retired. This policy will not maintain the
physical capital in the face of rising prices.
Operation should be charged with the expected cost of re
newals, regardless of the original cost of property withdrawn from
service.
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In our illustration, $10,000 should have been charged to opera
tion and reserved from earnings for each car, instead of the
original cost of $5,000. This would have shown greater costs
during the shift from one price level to another; for the time
being it would have kept down profits to the proper measure, and
in the end would have conserved the actual capital and income
of the company. On the new price level, the 1,000 cars would be
worth double the original investment and would earn twice as
many dollars for the owners. But, in terms of purchasing power,
taking into account the doubling of prices, they would be only
equivalent to the original investment, both in the matter of capital
and income.
In practice, unfortunately, the facts are not so simple as in
our illustration. New cars are usually purchased without regard
to retirement of old cars; likewise, old cars are withdrawn from
service without immediate consideration to the purchase of new
cars. Types of cars are constantly changing; cars purchased now
are larger and, in many ways, fundamentally different from old
cars acquired twenty years ago. Consequently, even though much
higher prices are paid now than formerly for new cars, the effect
upon operating costs is not immediate and is easily overlooked.
Nevertheless, the result is inevitable—following the estab
lished provision for renewals, the property is not physically main
tained out of earnings, and the renewals are actually financed out
of security issues. Merely measured in dollars, the investment
and income are maintained, but, counting the decrease in the
value of the dollar, capital and income are allowed to decline.
In the meanwhile excessive profits are shown at the expense of
real capital.
While our illustration is taken from the field of street rail
ways, the point applies to factories of all sorts and to all indus
tries where renewal of plant and equipment constitutes a large
proportion of operating costs, and especially where the life of
plant and equipment is of considerable duration. To the extent
that the present high prices are permanent, or that prices will not
return to the former level, operating costs are everywhere under
stated by an amount equal to the difference in the amortization of
original cost of property retired and the cost of actual renewal.
Understatement of operating costs means a corresponding under416
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statement of profits and, except in case of very conservative man
agement, excessive payment of dividends or withdrawal of earn
ings. The dividend payments then become private income and
result in unjustified feeling of personal prosperity, and in ex
cessive private expenditures for luxuries or services which are not
justified by actual industrial conditions.
Let us return to street railways and public utilities in general.
While in our illustration I assumed that rates had advanced in
proportion to other prices, public utilities rates have not generally
been increased in proportion to the advance in operating costs.
With comparatively few exceptions, public utility companies never
did make adequate allowance for depreciation or renewals, even
before the sharp increases in prices in recent years. But, where
they should have been making additional provisions, they have
been actually cutting down still further, so as to keep costs within
revenues. This, however, has been mere make-believe: in the end,
these are costs that cannot be dodged; they will have to be paid in
one way or another.
Street railway companies in particular have been in a difficult
situation, where they have been held to a five-cent fare. They
have been skimping even ordinary repairs, and in notable instances
have understated even these actual costs in the income account,
by drawing on reserves accumulated in previous years'. While
the situation as reported by the companies is serious, the ultimate
condition when extensive renewals will have to be made will be
very much worse. If the funds are then to be raised through
rates, the increases will have to be so great as to be practically
prohibitive. If they are to be raised through the issue of further
securities, the companies would first have to be made solvent, and
then the additional interest would have to be paid out of an in
crease in rates. Again, there would then be the practical diffi
culty of actually making the rates high enough to cover operating
costs and the necessary return on investment. The truth is, not
only that the properties are not being kept up out of earnings, but
the dodging of present actual costs will add greatly to the diffi
culty of ultimately placing the business on a solvent basis.
The situation as to public utilities, however, especially as to
the street railways, cannot be set right simply by making adequate
allowances to operating expenses and then raising rates so as to
417

The Journal of Accountancy

cover the costs and bring the necessary return on investment. In
many instances, before increases in rates can justifiably be granted
by public authority, many questions of franchises must first be
settled, or existing contracts between municipalities and companies
must be extensively revised, or other questions of amount of in
vestment and right to return must first be judicially determined.
In notable cases, although franchise and contract revisions will
ultimately have to be made, reasonable adjustment will seriously
affect existing financial interests and will therefore not become
possible until all hope of getting higher rates, without concessions
to the public, shall have been abandoned by the companies, or
until the most safely intrenched interests shall otherwise clearly
go down in financial ruin. Unfortunately, too, the public authori
ties are not in all cases simply honest, but are acting with un
worthy political motives. In some instances, the struggle will be
long drawn out, and in the meanwhile the properties will continue
their deterioration. In the end, their deferred costs of mainten
ance are certain to fall on the public and will then bring home the
realization that we have been living on capital and not on actually
earned income. Present rate controversies are therefore par
ticularly unfortunate, in that they keep the public from realizing
now the costs that are actually being incurred in the service.
In regard to renewals of public utility properties, it may be
argued that each generation of consumers should simply bear the
costs of service at the time, and that in line with this view, the
proper charge to operation is the actual cost of property con
sumed in service, not the renewal cost. If the latter is greater
because of higher prices, the addition, it may be urged, is properly
paid out of capital funds and thereafter its cost should be charged
off to operation while the property is being consumed in service.
In regulated industry, it may be conceded, wide discretion may
properly be exercised in the distribution of costs to the public. A
regulatory commission well may follow the policy that is thus
defended. But, the ultimate financial facts cannot be dodged, that
following this policy will relieve present consumers of costs that
are due entirely to mere change in prices and will place upon
future consumers not only the then greater amortization of prop
erty but also a greater interest burden on account of renewals
financed out of capital funds. If prices have doubled, there will
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then be a doubling of interest costs, as well as doubling of renewal
charges. The better and sounder policy would be for present con
sumers to bear the double renewal costs so that the physical
property would be maintained out of earnings; then while future
consumers would continue bearing the greater renewal costs, they
would not be burdened also with the higher interest charges.
If present rate-payers do not provide the additional renewal
funds, they will be relieved from costs which really belong to the
present, and will add accordingly to the costs imposed on future
consumers. This is the point of this entire discussion. Costs
cannot be avoided; but their showing can be deferred. The public
should provide now for complete renewals of property, together
with all other costs, whether in strictly private business or public
utilities. If it does not make adequate provisions, it will over
state its present prosperity, will indulge in extravagant personal
expenditures and in the end will find itself poorer because of the
present showing of unearned profits.
The point may be urged that present high prices may be only
temporary, and we may soon return to the pre-war level. This is
true; but, also, we may go to much higher prices and stay there
and be compelled to make renewals at the still greater costs. We
do not know what the future will bring; but we may reasonably
expect a long continuation of prices substantially higher than
before the war. The sensible policy is to accept present prices as
permanent and to count all costs accordingly. If, however, prices
recede, there will then be time again to make reductions. But if
prices go still higher, we should be prepared at every step to count
the greater costs immediately. This practice in itself would pre
vent prices from going higher than is warranted by the funda
mental economic conditions. The present showing of personal
income would be substantially less; consequently there would be a
considerably smaller demand for current consumption of goods
and services, and there would be less motive for all sorts of
profiteering enterprise.
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Federal Taxation of Corporations*
By F. R. Carnegie Steele
The Principal Taxes

The principal federal taxes to which corporations are subject
are the income tax, excess profits tax and capital stock tax. All
these are imposed under the revenue act of 1918, which, though
enacted so recently as February, 1919, became effective retro
actively as of January 1, 1918. In order to apprehend the drastic
character and the magnitude of such taxes, it should be borne in
mind that for the year 1918 a sum exceeding three billions of
dollars (more than one-half of the total revenue anticipated under
the act) was assessed solely upon corporations, and that a very
substantial part of this vast sum was assessed upon Massachusetts
industries.
Both the income tax and the excess profits tax are levied upon
taxable income (after excluding dividends and certain exemp
tions), but the excess profits tax is imposed at graduated rates on
the difference between the taxable income and an exemption com
prising 8% on invested capital plus $3,000.00, this exemption being
termed the “excess profits credit.” The capital stock tax is a
special excise tax with respect to carrying on or doing business,
and is levied at the rate of $1.00 per thousand on the fair average
value of a company’s capital stock in excess of an exemption of
$5,000.00.
Corporation executives have become familiar with the general
operation and scope of such tax legislation, because similar taxes
were in force under the former revenue act of 1917, so, on the
present occasion, it seems unnecessary and inappropriate to submit
a detailed digest of the present statute, but rather to discuss the
practical aspects of such of its more important provisions as are
of especial significance to manufacturing organizations.
Reduced Tax Rates for 1919
It is gratifying to note the following striking changes in cor
poration tax rates and procedure, effective for the calendar year
1919 and thereafter.
*An address delivered at the annual meeting of the Associated Industries of Massa
chusetts, at Boston, 1919.
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The income tax rate for corporations is reduced from 12%
to 10%. It should be noted, however, that since an individual’s
maximum normal income tax is reduced from 12% to 8%, a dis
crepancy occurs between the normal tax of a corporation at 10%,
and the normal tax of an individual at 8%, from which the divi
dends he receives are exempted. Therefore, a dividend when
received by one corporation from another corporation is exempted
from a 10% tax, but when received by an individual the exemp
tion is only 8%.
The war profits tax, levied on 1918 income at 80% on all
income in excess of the war profits credit, has been abolished,
except as to war contracts. This effects a material reduction, not
only in taxes, but also in the labor of compiling tax returns, inas
much as the elaborate schedules regarding earnings, assets and
liabilities and invested capital, for the three pre-war years, no
longer are required.
With regard to the graduated excess profits tax, the rate under
the first bracket is reduced from 30% to 20% on taxable income
over the excess profits credit and less than 20% of the invested
capital; and the rate under the second bracket is reduced from
65% to 40% on taxable income over 20% of the invested capital.
The maximum limit for this tax is also reduced from 30% to 20%
on taxable income over $3,000.00 and less than $20,000.00, while
for income exceeding $20,000.00 the rate is reduced from 80%
to 40%.
Determination of Taxable Income
General Comments
According to the computations of the treasury department, the
net income of corporations in the United States for the year 1918
amounted to the enormous sum of ten billions of dollars, from
which, of course, the statutory abatements and credits were
deductible in arriving at taxable income.
The credits against net income include dividends received from
corporations similarly taxable and interest received on tax-exempt
securities. The value of property acquired by gift, devise or
descent is exempt income, but sums received by corporations as
the proceeds of life insurance policies upon the lives of officers
or stockholders are taxable to the extent that they are in excess
of the amount of premiums paid and not deducted in previous
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income-tax returns. Corporations are thus unjustly penalized,
inasmuch as the proceeds of life insurance policies paid to the
insured’s estate or to individual beneficiaries are tax exempt. In
computing taxable income, items deductible from gross income
include all the ordinary and necessary business expenses paid or
incurred during the taxable year and all interest paid or accrued
within the taxable year, excepting interest on indebtedness inci
dental to investments in tax-exempt securities other than Liberty
bonds. Payments for federal income tax and excess profits tax
and war excess profits tax may not be deducted, but the excess
profits tax payable for the taxable year is deductible in arriving
at a corporation’s net income subject to income tax. Losses
deductible are no longer limited to the extent of any offsetting
profits from similar transactions, but corporations (unlike indi
viduals) are not allowed to deduct as an expense contributions or
gifts for religious, charitable, scientific or educational purposes.
This unfair discrimination against corporations ought to be
abolished. Another hardship occurs in the case of income result
ing from the sale of capital assets, which is taxable for the year
in which received. Upon the sale of such assets, which usually
represent accumulations through the gradual development of a
business during a series of years, the proceeds are equivalent to
accretions to capital and should be treated as such instead of
being regarded as income; or, at least, the apparent profit on sale
should be pro-rated over the number of years during which the
property was owned by the taxpayer.
There are other factors of special significance in the computa
tion of taxable income, and with regard to these the following
comments are submitted.

Claim for Loss through Inventory Shrinkages
In the determination of taxable income no subject is of greater
importance to manufacturers than the valuation of inventories,
but, unfortunately, the official regulations concerning the admis
sibility of claims for losses arising from their over-valuation
under war conditions have aroused widespread dissatisfaction and
are believed to be contrary to the apparent intent of the statute.
Section 234, sub-section 14a of the federal revenue act of 1918,
specifically provided that at the time of filing a return for the
taxable year 1918 a taxpayer might file a claim in abatement, based
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on the fact that he had sustained a substantial loss (whether or
not actually realized by sale or other disposition), resulting from
any material reduction (not due to temporary fluctuations), of
the value of the inventory for such taxable year; or, if no such
claim were filed, but it were shown to the satisfaction of the com
missioner that during the taxable year 1919 the taxpayer had sus
tained a substantial loss of this character, such loss should be
deducted from the net income for the taxable year 1918, and the
taxes for such year should be redetermined accordingly.
It would seem that the true construction or intent of this
section would be that if there were a material reduction of the
value of the articles included in the inventory, the taxpayer would
be entitled to have the closing inventory for the 1918 year adjusted
to the replacement value of the goods included in such inventory,
upon their sale or other disposition, or, in the case of goods still
on hand at the time of the filing of the claim, to the replacement
value of the goods at the time of filing such claim (or even at a
later date), so as to prevent the injustice of computing and taxing
the 1918 net income on the basis of a closing inventory taken at
what proved to be an inflated value. Of course, if it had been
possible to know what would be the values for 1919 applying to the
goods included in the 1918 inventory, it would have been made
permissible to use such values. That being impossible, provision
apparently was made for the adjustment of the inventory to the
later reduced values. It was believed that corporations would
thus be relieved from paying heavy war taxes upon “paper profits,”
because any over-valuation of inventories at the close of the year
1918 might be adjusted so that only the actual profits realized on
sale of such inventories would become taxable in the year 1919,
and at the lower tax rates then in force.
Nevertheless, the official regulations regarding this subject,
which appear to be opposed to the spirit of the act, render it ex
ceedingly difficult, if not impossible, for a manufacturer to obtain
the relief from the taxation of paper profits for the year 1918 that
the law was designed to afford. It is held that the losses mentioned
must be net losses, allowable only (a) where goods included in
inventory at the end of the year 1918 have been sold at a loss
during the succeeding taxable year (and this loss can only be
claimed when the inventory price exceeds the sale price, less
423

The Journal of Accountancy

selling expense, etc., attributable to such goods) or (b) where they
remain unsold throughout the year 1919 and at its close have a
then market value, not resulting from a temporary fluctuation,
materially below the value at which they were inventoried at the
end of 1918. This in effect denies relief to taxpayers who pro
ceed to use their goods in manufacture and sale, while giving relief
to those who retain them on hand.
On May 28, 1919, representatives of the Associated Industries
of Massachusetts, in conference with the commissioner of internal
revenue, urged him to amend the official regulations concerning
claims for inventory losses, in order that such regulations might
fairly interpret the obvious intent of the statute, but no action
thereon has yet been taken. The official regulations state that
deductions for inventory losses may be claimed either by a claim
in abatement or by a claim for refund and must not be entered
on the regular return.

It was required that claims in abatement be filed with the
collector on form 47 when the return for the taxable year 1918
was made, but, as the law states that at the time of filing a return
for the taxable year 1918 a taxpayer may file a claim for abate
ment, the commissioner holds that the law does not mandatorily
provide that the claim shall be filed at the time of rendering the
return. Therefore such an abatement claim will be considered
by the internal revenue bureau if filed before or within ten days
after the mailing of the collector’s notice and demand on form 17.
In the case of a claim in abatement filed with a return, payment
of the amount of the tax covered thereby shall not be required
until the claim is decided, provided the taxpayer files therewith a
bond on form 1124 with surety or securities of double the amount
of the tax covered by the claim with the condition for the pay
ment of any part of such tax found to be due with interest at
the rate of 12 per cent. per annum.
Claims for refund are to filed on form 46 not later than 30
days after the close of the taxable year 1919. Each claim must
contain a concise statement of the amount of the loss sustained
and the basis upon which it has been computed, together with all
pertinent facts necessary to enable the commissioner to determine
the allowability of the claim. The amount allowed by the com424
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missioner in respect to any such claim shall be deducted from the
net income for the taxable year 1918 and the taxes shall be recom
puted accordingly. Any amount paid in excess of the tax due
shall be credited or refunded to the taxpayer. In computing
income for the taxable year 1919 the opening inventory must be
properly adjusted by the taxpayer in respect of any claim allowed
for the year 1918.
A claim for loss in inventory not realized by sale will be
decided only after the close of the taxable year 1919 upon the
basis of any permanent reduction in the level of market values,
which may occur during such year, from the inventory values
taken at the close of the taxable year 1918. Not later than thirty
days after the close of the taxable year 1919 a taxpayer who has
filed either a claim in abatement or a claim for refund, or both,
shall submit to the commissioner a descriptive statement showing
the quantity and kind of all goods included in the 1918 inventory
which have been (a) sold at a loss in the taxable year 1919, (b)
sold at a profit during the taxable year 1919 or (c) not sold or
otherwise disposed of during the taxable year 1919, together with
such other information in respect of such goods as the com
missioner may require. A claim filed with the 1918 return for a
loss not then realized by sale will be passed upon in the light of
any sales thereafter made during the taxable year 1919. A claim
filed with the return is authorized for the purpose of allowing
the taxpayer to utilize, where justified, a preliminary allowance
for inventory losses, and not to provide a deduction essentially
different from that taken by way of a claim filed at the end of the
taxable year 1919.

Claim for Amortisation of Equipment for War Work
Under the revenue act of 1918 it is clearly provided that a
“reasonable deduction” for amortization of the cost of equipment
for war work (incurred after April 6, 1917) may be made by a
taxpayer in computing taxable income, and that at any time within
three years after the termination of the war the commissioner may,
and, at the request of the taxpayer, shall, reexamine the return;
and if he then finds as a result of an appraisal or from other
evidence that the deduction originally allowed was incorrect, the
taxes shall be redetermined accordingly. Notwithstanding the
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clear and unequivocal terms of this statutory provision, the regu
lations and decisions issued by the treasury department concerning
it appear unduly to restrict its practical application.
In general terms these regulations, which are quite complex,
provide that the amortization allowance shall be the difference
between the equipment’s original cost, less any depreciation or
deductions taken prior to January 1, 1918, and a residual value,
defined, under specified conditions, as follows:
(1) Salvage value at date discarded, (in the case of property
useful only during the war period and permanently dis
carded at the date of the return) ; or
(2) Salvage value as of the date when the property will be
permanently discarded, (in the case of property still in
use which will not be required for future use and is
certain to be permanently discarded before the last pay
ment of the tax covered by the return); or
(3) Estimated value to the taxpayer in terms of its actual
use or employment in his going business, in no case less
than sale or salvage value or more than 25% of cost,
(in the case of all other property). In this case the
final determination of the amortization allowance is to be
ascertained upon the basis of stable post-war conditions
under regulations to be promulgated when those con
ditions become apparent.
The amortization is to be pro-rated in proportion to
net income (computed for this purpose without benefit of
the amortization allowance) between January 1, 1918,
and the date when the residual value adopted, as outlined
above, is determined.
It is understood, therefore, that a taxpayer will not be required
to charge off any amortization in a year in which there are no
profits to absorb it, but will charge it only as and when there are
profits available.
The Claim for Depreciation and Obsolescence
In computing taxable income a reasonable allowance for the
exhaustion, wear and tear and obsolescence of property used in
the trade or business may be deducted from gross income. The
proper allowance for such depreciation of any property used in
the trade or business is that amount which should be set aside for
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the taxable year in accordance with a consistent plan by which
the aggregate of such amounts for the useful life of the property
in the business will suffice, with the salvage value, at the end of
such useful life to provide in place of the property its cost or its
value as of March 1, 1913, if acquired by the taxpayer before that
date.

It should be noted that the amount on which depreciation may
be computed is not limited to the book value of depreciable prop
erty. The past practice of conservative industrial managers has
been to charge off as expense additions and improvements which
were in fact capital expenditure. This, however, does not pre
clude a claim for depreciation upon the actual value of plant as of
March 1, 1913 (the date when the first income-tax law became
effective under the eighteenth amendment to the constitution of
the United States), plus the cost of subsequent additions to plant
regardless of the value at which the plant is carried on the tax
payer’s books.
When through some change in business conditions the use
fulness of capital assets is suddenly terminated, so that the tax
payer discontinues the business or discards such assets perma
nently from use in the business, he may claim as a loss (obsoles
cence), for the year in which he takes such action, the difference
between the cost or the fair market value as of March 1, 1913, of
any asset so discarded (less any depreciation allowance) and its
salvage value remaining. This exception to the rule requiring a
sale or other disposition of property in order to establish a loss
requires proof of some unforeseen cause by reason of which the
property must be prematurely discarded, as, for example, where
machinery or other property must be replaced by a new invention,
or where an increase in the cost of or other change in the manu
facture of any product makes it necessary to abandon such manu
facture, to which special machinery is exclusively devoted, or
where new legislation directly or indirectly makes the continued
profitable use of the property impossible. This exception does
not extend to a case where the useful life of property terminates
solely as a result of those gradual processes for which deprecia
tion allowances are authorized. It does not apply to inventories
or to other than capital assets. The exception applies to buildings
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only when they are permanently abandoned or permanently de
voted to a radically different use, and to machinery only when its
use as such is permanently abandoned.
With regard to depreciation of intangible assets, an important
concession has just been authorized by the treasury department,
under which the former regulation to the effect that “there can be
no such allowance in respect to goodwill, trade names, trademarks,
trade brands, secret formulae or processes” has now been abro
gated. This innovation gives taxpayers the right to claim depre
ciation upon the intangible assets named, as well as on patents,
copyrights, licenses, etc., the term of which is definitely limited,
subject to the approval of the commissioner of internal revenue.
A depreciation allowance, in order to constitute an allowable
deduction from gross income, must be charged off. The particular
manner in which it is charged off is not material, except that the
amount measuring a reasonable allowance for depreciation must
be either deducted directly from the book value of the assets or
preferably credited to a depreciation reserve account, which must
be reflected in the annual balance-sheet. The allowances should
be computed and charged off with express reference to specific
items, units or groups of property, each item or unit being con
sidered separately or specifically included in a group with others
to which the same factors apply.

Deduction for Compensation of Officers
The deductions allowed in computing taxable income under the
revenue law include “a reasonable allowance for salaries or other
compensation for personal services actually rendered.” The
determination of what is a reasonable allowance rests with the
internal revenue bureau, and it is true that charges for com
pensation of officers and managers reported by corporations in
their tax returns have commonly been reduced and their taxable
income increased by the disallowance of compensation deemed to
be excessive or deemed to be a dividend based upon, or bearing a
close relationship to, the stock holdings of the recipients. The
test of deductibility in the case of compensation payments is
whether or not they are in fact payments purely for services and
are such as would ordinarily be paid for like services by like
enterprises in like circumstances. If contingent compensation is
paid pursuant to a free bargain between the enterprise and the
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individual, made before the services are rendered, for securing
on fair and advantageous terms the services of the individual, it
is regarded as an allowable deduction. Excessive compensation
disallowed as a dividend, corresponding with stock holdings, is, of
course, exempt from normal tax in the hands of recipients, but it
is held that if such payments constitute an appropriation of assets
of the corporation, the amount of the excess, while disallowed as
a deduction by the corporation, is to be treated as compensation
subject to both normal tax and surtax of the recipient.
The Excess Profits Tax

The present excess profits tax, unlike the tax of the same name
imposed under the former law of 1917, is applicable to corpora
tions only, and is levied in a graduated scale upon their net income,
after deducting an exemption, termed the “excess profits credit,”
comprising $3,000.00 plus an amount equivalent to 8% upon in
vested capital. The graduated rates for this tax are as follows:
20% on income over the excess profits credit and under 20% of
invested capital, plus 40% on all income over 20% of invested
capital. There is, however, a maximum limit for this tax, designed
to relieve corporations with small income and small invested
capital, which provides that the total tax may not exceed 20% of
the income over an exemption of $3,000.00 and less than $20,000.00, plus 40% of all income exceeding $20,000.00.
Invested Capital
In general terms, invested capital is the capital actually paid in
to a corporation, in cash or in property (subject to certain limita
tions), by its stockholders, plus surplus and undivided profits. It
is not based upon the present net worth of a company’s assets, as
shown by an appraisal or in any other manner, and does not
include borrowed capital. Moreover, the fair market value of
the assets as of March 1, 1913, has no bearing on invested capital
under the present law. The definitions of invested capital given
in the law and official regulations are unnecessarily obscure be
cause of a confusion of assets with liabilities in the language used
in seeking to define the net worth of a company, substantially at
cost, which is, of course, equivalent to the stockholders’ equity,
exclusive of appreciation. Broadly speaking, if a company’s
capital has been subscribed in cash or in tangible property at its
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cash value, and if it holds no inadmissible assets (securities other
than U. S. obligations, the income from which is not included in
computing taxable income), its capital, plus any paid-in or earned
surplus and undivided profits at the commencement of the taxable
year, is its invested capital. But, if a company’s surplus and undi
vided profits have been understated through charging off property
previously paid for, or if it actually acquired on the issue of its
stock tangible property of a cash value in excess of the par value
of the stock issued therefor, such items may be reinstated or
added, and the original value of the invested capital may be corre
spondingly increased. On the other hand, if it issued stock for
goodwill, patents or other intangible property, a deduction from
its invested capital must be made for the amount by which the
book value of such assets exceeds 25% of the company’s issued
capital stock. If it holds any inadmissible assets there must also
be deducted from the invested capital, as originally computed, an
amount equal to the percentage which the amount of inadmissible
assets is of the amount of both admissible and inadmissible assets
held during the taxable year.
The status of Liberty bonds in the computation of a corpora
tion’s invested capital for the purpose of the excess profits tax
has been quite generally misunderstood by the public, for it was
commonly believed during the recent Liberty loan drives that cor
porations subscribing for Liberty bonds would thereby increase
their invested capital and thus secure an increased exemption from
the excess profits tax. Nevertheless, no Liberty bond of any issue
is of any greater value than cash, merchandise, plan or accounts
receivable in the computation of invested capital. If a corpora
tion converts part of its cash into a Liberty bond it is not adding
thereby one cent to its invested capital, for it is merely converting
one form of admissible asset into another form of admissible asset
of equal but of no greater value.

Relief Provisions
The present provisions with reference to the definition of
invested capital are a little more favorable than those of the act
of 1917 as interpreted by the treasury department. Under that
act it was found that the effort to apply any set formula to the
determination of invested capital resulted in grave discrimina
tion in the amount of taxes payable in respect to different busi430
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nesses apparently conducted under substantially similar conditions.
To provide relief in cases of such discrimination, the present law
specifies cases in which discrimination is recognized. Among these
are cases in which as compared with representative corporations
the corporation in question would be placed in a position of sub
stantial inequality because of abnormal conditions affecting its
capital or income or because of inability to determine its invested
capital.
Affiliated Corporations
Corporations which are affiliated within the meaning of the
law are now required to make both a consolidated income-tax
return and a consolidated excess profits tax return. For such
corporations under the act of October 3, 1917, only a consolidated
excess profits tax return was permitted.
So far as its immediate effect is concerned, consolidation in
creases the tax in some cases and reduces it in others, but its
general and permanent effect is to prevent tax evasion. Among
affiliated corporations it frequently happened that the accepted
inter-company accounting assigned too much income or invested
capital to company A and not enough to a subsidiary company B.
This might make the total tax for the parent corporation too much
or too little, and although such procedure may not have developed
from any consideration of taxation, there remained an incentive
to discontinue any arrangement which served to increase taxes
and to retain one by which taxes were diminished. Thus the
former laws, which contained no requirement for consolidated tax
returns, placed an almost irresistible premium on a segregation or
a separate incorporation of activities which would normally be
carried as branches of one concern. Nevertheless, it is believed
that the consolidated return for affiliated companies has been
adopted, not primarily because it operates to prevent evasion of
taxes or because of its effect upon governmental revenue, but
because the principle of taxing as a business unit what in reality is
a business unit is sound and equitable both to the taxpayer and
to the government

Capital Stock Tax
The capital stock tax is described in the statute as a “special
excise tax with respect to carrying on or doing business.” Un
like the income tax and the excess profits tax, which are federal
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levies upon corporate income, the capital stock tax is substantially
a federal levy upon corporate property, and thus becomes a very
convenient and attractive agency for the exaction of much heavier
contributions toward the national revenue than have hitherto been
levied upon the property of corporations.
The capital stock tax is at the rate of $1.00 for each full
$1,000.00 of the fair average value of the capital stock of a cor
poration in excess of the prescribed deduction of $5,000.00. The
tax is not upon the par value of the capital stock, but upon its
fair average value for the preceding fiscal year ending June 30th.
As regards domestic corporations it is on an entirely different basis
from the excess profits tax, which is concerned with invested
capital and not with the present fair value of the capital. More
over, the fair value of the entire capital stock of a corporation
is not necessarily the product of the market value of each share
multiplied by the number of shares. The fair average value of
the capital stock of a corporation and the tax payable thereon are
determined in accordance with the instructions in the form of
return which provides in exhibit A for the book value of the capital
stock, in exhibit B for the market value and in exhibit C for the
value based on capitalizing the earnings. In reporting earnings
for this purpose, it should be noted that federal taxes accrued
may be brought into account, so as to show the actual net earn
ings. The statutory basis of the tax is not necessarily the book
value or the market value or even the earning value, although
it is often more directly dependent upon the last. It should usually
be capable of appraisal by officers of the corporation having special
knowledge of the affairs of the corporation and general knowledge
of the business in which it is engaged. Provision is accordingly
made in exhibit C of the return for the tentative determination of
the fair value of the capital stock by capitalizing the net earnings
of the corporation on a percentage basis fixed by the officers as
fairly representing the conditions obtaining in the trade and in the
locality. The capitalization of earnings at 12% as the equivalent
of par value is mentioned on the return blank; but such fair value
must not be set at a sum less than the reconstructed book value
shown by exhibit A or the market value shown by exhibit B,
unless the corporation is materially affected by extraordinary con
ditions which justify a lower figure. In any such case a full
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explanation must accompany the return. The commissioner will
estimate the fair value of the capital stock in cases regarded as
involving any understatement or undervaluation.
Closing Comments

Taxability of Stock Dividends
In order to dispel the doubts that have been raised by the
apparent conflict between court decisions and the revenue laws,
stock dividends should be declared non-taxable. It will be recalled
that the constitutionality of the federal laws with regard to their
taxation has frequently been questioned, and that the appeal case
in Macomber vs. Eisner, recently argued by Charles E. Hughes,
has been reargued by him before the supreme court of the United
States. It is my opinion that the supreme court will support Mr.
Hughes’ contention and will hold that stock dividends are not
taxable as income of the distributees.
High Taxes on Corporate Incomes are Unsound in Principle
More than one-half of the total revenue raised under the
federal revenue act of 1918 is derived from taxation of the income
of corporations. In my judgment a corporation is not an appro
priate subject for taxation on net income, because such taxation is
an attempt to secure greater justice in taxation, to reach effectively
the wealth of a community and to secure from it a contribution
commensurate with its ability, and it is a personal tax felt by the
individual which may be applied progressively, thus meeting the
actual demands of the case for equality of burden. When applied
to a corporation, however, it loses these characteristics, since a
corporation is a collection of individuals who cannot be said to
have placed therein their entire available wealth. To tax the net
income of the corporation is a wholly different thing from taxing
the individuals who compose it, for the incidence of the tax is no
longer personal, and the whole potency and effect of a true net
income tax is undermined. The taxes of a corporation are really
borne by its members, and at a uniform rate in proportion to their
respective stockholdings, without regard to the fact that the income
of one stockholder, from all sources, may be such as to entitle him
to exemption from individual income tax, while another stock
holder may be a millionaire.
The appropriate function of a net income tax is to reach the
fair contribution of an individual measured by his personal ability,
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and the logical and harmonious plan, and the one which avoids to
the greatest extent complications and difficulties (that are in cer
tain respects inevitable under our complex form of government
and highly developed use of the corporate form of doing business),
is to apply the income tax principle to the individual, and to place
only such a tax upon a corporation as will fairly cover its property
value, including all elements which go to make up such value.
While it would be impracticable to bring every individual under
taxation through the operation of a personal income tax alone, I
believe that the imposition of consumption taxes upon articles in
general use would adequately supplement graduated taxes assessed
on personal incomes, and that high taxes on corporate incomes,
being unsound in principle, should not be imposed.
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Introduction to Actuarial Science*
By H. A. Finney

( Concluded)
Bond Prices

The price at which a bond will sell is affected by the nominal
interest rate, the mortgaged security, the financial standing of the
issuing company and the probability of being able to sell the bond
if occasion requires.
Bonds rarely sell on the market at par—usually a premium is
added or a discount deducted. Quotations are made “on a basis”
or “at a price.” When bonds are sold at a price other than par
the effective interest rate differs from the nominal or coupon rate.
Thus if a bond is issued at a discount, the principal borrowed is
really less than par. Moreover, the borrower pays not only the
interest coupons but also the discount for the use of the borrowed
money. Hence the effective rate on the loan is greater than the
nominal rate. If the bond sells at a premium, the principal
borrowed is more than par; and since the borrower does not have
to pay back the premium at maturity, the premium is really a
deduction from the interest. Hence the effective rate is less than
the nominal rate.
Quotations “on a basis” state the effective rate to be earned.
The price, above or below par, may then be found in a bond table,
or computed. Thus a 5 year 6% bond of $100.00 bought on a 5%
basis would cost $104.38 as shown in the following table—or a 5
year 5% bond of $100.00 bought on a 6% basis would cost
$95.73.
5 years
Per cent.
Interest payable semi-annually
per
6%
7%
5%
4%
annum 3%
3½%
4 ½%
92.29 94.49 96.70 98.90 101.10 105.51 109.91
4.75
92.08 94.28 96.48 98.68 100.88 105.28 109.58
4.80
91.77 93.96 96.16 98.35 100.55 104.94 109.33
4.875
91.66 93.86 96.05 98.25 100.44 104.83 109.21
4.90
* Copyright, 1919, by Harry Anson Finney.
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Per cent.
per
3%
annum
91.25
5.
5.10
90.83
90.73
5.125
90.42
5.20
90.22
5.25
90.01
5.30
5.375
89.71
5.40
89.61
5.50
89.20
88.70
5.625
5.75
88.20
5.875
87.70
6.
87.20

5 years
Interest payable semi-annually
3½%
93.44
93.02
92.91
92.60
92.39
92.18
91.87
91.77
91.36
90.85
90.34
89.84
89.34

4%
95.62
95.20
95.09
94.78
94.57
94.35
94.04
93.94
93.52
93.00
92.49
91.98
91.47

Computing

5%
4 ½%
97.81 100.00
99.56
97.38
99.45
97.27
99.13
96.95
98.91
96.74
96.53
98.70
96.21
98.37
98.27
96.10
95.68
97.84
97.31
95.16
96.78
94.63
94.12
96.26
93.60
95.73
the

6%
104.38
103.93
103.82
103.48
103.26
103.04
102.71
102.60
102.16
101.61
101.07
100.53
100.00

7%
108.75
108.29
108.18
107.84
107.61
107.38
107.04
106.93
106.48
105.92
105.37
104.81
104.27

Premium

When the effective rate is less than the nominal rate, the
premium may be computed by a method based on the following
reasoning:
Assume that the par of the bond is $1,000.00, the time 5 years,
the nominal rate 6% a year payable semi-annually, and that the
bond is to be purchased on a 5% basis. The conditions are such
that the purchaser is satisfied with 5% a year; therefore, if the
bond bore coupons of 2½% or $25.00 payable each six months
the bond would presumably sell at par. In other words, the pur
chaser would pay par, $1,000.00, for the right to receive par at
maturity and interest of $25.00 semi-annually. But since the
coupons are $30.00 each, he must also pay for the right to receive
this extra $5.00 each six months. This semi-annual payment of
$5.00 is an annuity, and the purchaser will pay its present value
discounted at the effective interest rate of 2½% per period thus:
.781198=present value of 1 @ 2½% in 10 periods
.218802-÷.025=8.75208 present value of annuity of 1
8.75208X 5=43.76040 present value of annuity of 5, the pre
mium.
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The method may be stated as follows:
Compute the interest for 1 period at the nominal rate on par $30.00
“
“
“
“ 1
“ “ “ effective “ “ “ 25.00
Find the difference, which is one rent of an annuity

5.00

Find the present value of this annuity at the effective rate.
Another method of computing the cost of a bond at a premium
is based on the following reasoning:
The purchaser will pay the present value of the benefits to be
received, which are ordinarily:
Par at maturity;
The interest coupons.
The present value of these benefits will be computed at the
effective rate. Applied to the preceding illustration, the computa
tion by this method would be:
Present value of par:
.781198, present value of 1 due 10 periods hence at
.781198X1000=
781.198
Present value of coupons:
.218802 (compound discount) ÷.025=8.75208
present value of annuity of 1
30.00 (coupons) X 8.75208=
262.562
Total (as computed above)

1,043.760

The interest and amortization of premium on this bond may
be scheduled as follows:
Amortization—Bond at a Premium
Cost
1,043.76
30.00
1st interest date: Coupon
Interest: 2½% of 1043.76 26.09
3.91

2nd

3rd

“

“

Carrying value
Coupon
Interest: 2½% of 1039.85

30.00
26.00

Carrying value
Coupon
Interest: 2½% of 1035.85

30.00
25.90

Carrying value
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1,039.85
4.00

1,035.85
4.10

1,031.75
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4th

5th

6th

“

“

“

7th

“

“

8th

“

9th

10th

“

“

“

“

“

“

“

“

Coupon
Interest: 2½% of 1031.75

30.00
25.79

Carrying value
Coupon
Interest: 2½% of 1027.54

30.00
25.69

Carrying value
Coupon
Interest: 2½% of 1023.23

30.00
25.58

Carrying value
Coupon
Interest: 2½% of 1018.81

30.00
25.47

Carrying value
Coupon
Interest: 2½% of 1014.28

30.00
25.36

Carrying value
Coupon
Interest: 2½% of 1009.64

30.00
25.24

Carrying value
Coupon
Interest: 2½% of 1004.88

30.00
25.12

1,027.54

30.00
30.00
30.00
30.00
30.00
30.00

26.09
26.00
25.90
25.79
25.69
25.58
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3.91
4.00
4.10
4.21
4.31
4.42

4.31
1,023.23
4.42
1,018.81

4.53

1,014.28
4.64

1,009.64
4.76

1,004.88

Par—payable at maturity
Or the schedule may be shown thus:
Amortization—Bond at a Premium
End of
Effective
Premium
period
Coupon
interest
written off

1
2
3
4
5
6

4.21

4.88
1,000.00

Carrying
value
1,043.76
1,039.85
1,035.85
1,031.75
1,027.54
1,023.23
1,018.81
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7
8
9
10

30.00
30.00
30.00
30.00

25.47
25.36
25.24
25.12

4.53
4.64
4.76
4.88

300.00

256.24

43.76

1,014.28
1,009.64
1,004.88
1,000.00

The second method of computing the price, described above,
is the better one to use when bonds are repayable at a premium.
Illustration: what price, to net 5%, should be paid for a 5½%
twenty-year bond of $1,000.00, repayable with a bonus of 5%?
Present value of 1050 due at maturity:
.3724306, present value of 1 at
% in 40 periods.
.3724306X1050=
Present value of coupons:
.6275694÷.025=25.102776 present value of
annuity of 1
690.326
25.102776X27.50=

1,081.378

Total
Computing

the

Discount

The two methods described for computing the price of a bond
sold at a premium may also be used when the bond is sold at a
discount.
To illustrate: at what price should a $1,000.00 5 year 5%
bond be sold to net the investor 6% ? Interest is payable semi
annually.
By the first method the difference between the interest on
par at the effective rate and at the nominal rate is computeci—
the discount is the present value of an annuity for the number of
interest periods, each rent of which is the difference in the inter
est at the two rates. This annuity is discounted at the effective
interest rate.
Effective rate: 3% on 1,000=
30.00
Nominal rate: 2½% on 1,000=
25.00

5.00

Difference:
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.744094 is the present value of 1 at 3% due 10 periods hence:
.255906-r-.03=8.5302 present value of annuity of 1.
8.5302X5=42.6510, the discount.
1,000.00—42.65=957.35, the price.
By the second method the present values of par and coupons
are computed at the effective rate:
Present value of par:
.744094X1000=
744.094
Present value of coupons:
.255906÷.03=8.5302
8.5302X25=
213.255
Total:
957.349
The reduction of this discount may be scheduled thus
Schedule of Amortization—Bond at Discount

First period:
Cost:
Interest: 3% of 957.35
Coupon

957.35
28.72
25.00

Carrying value
Second period:
Interest: 3% of 961.07
Coupon

3.72
961.07

28.83
25.00

Carrying value
Third period:
Interest: 3% of 964.90
Coupon

3.83
964.90

28.95
25.00

Carrying value
Fourth period:
Interest: 3% of 968.85
Coupon

3.95

968.85
29.07
25.00

Carrying value
Fifth period:
Interest: 3% of 972.92
Coupon

4.07

972.92

29.19
25.00

Carrying value

4.19
977.11
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Sixth period:
Interest: 3% of 977.11
Coupon

29.31
25.00

981.42

Carrying value
Seventh period:
Interest: 3% of 981.42
Coupon

29.44
25.00

29.58
25.00

4.58

990.44

Carrying value
Ninth period:
Interest: 3% of 990.44
Coupon

29.71
25.00

4.71
995.15

Carrying value
Tenth period:
Interest: 3% of 995.15
Coupon

29.85
25.00

Carrying value
Or thus:
Schedule of Amortization
Period
Effective
Coupon
Discount
interest

28.72
28.83
28.95
29.07
29.19
29.31
29.44
29.58
29.71
29.85
292.65

4.44
985.86

Carrying value
Eighth period:
Interest: 3% of 985.86
Coupon

1
2
3
4
5
6
7
8
9
10
Total

4.31

25.00
25.00
25.00
25.00
25.00
25.00
25.00
25.00
25.00
25.00
250.00
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3.72
3.83
3.95
4.07
4.19
4.31
4.44
4.58
4.71
4.85
42.65

4.85
1000.00

Carrying
value
957.35
961.07
964.90
968.85
972.92
977.11
981.42
985.86
990.44
995.15
1000.00
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Purchases at Intermediate Dates
When bonds are sold between interest dates, the customary
method of computing the price is as follows:
Determine the price which would have been paid at the last pre
ceding interest date. Determine the price which would have been
paid at the next succeeding interest date. Find the difference in

these prices. This difference is the premium or discount which
would be amortized for the entire period in which the purchase
was made.
Determine the fraction of the period expired between the last
preceding interest date and the date of purchase.
Multiply the difference in prices (premium or discount for
whole period) by the fraction of the period expired. The
product is the premium or discount for the fractional period.
Deduct such premium for the fractional period from the
price at the last preceding interest date, or add the discount for
the fractional period.
To the result thus obtained add the accrued interest on par
at the nominal rate.
Illustration—bond at premium: what price should be paid for
a $100.00 bond due in 6 years and 2 months, bearing 6% and
bought on a 5% basis plus accrued interest?
Value 6½ years to maturity (per bond table)
105.49
“ 6
“ “
“
“
“
“
105.13

Difference—premium amortized in 6 months
Multiply by fraction of period expired—4 months

.36
⅔

Premium amortized in 4 months

.24

Price 6½ years to maturity
Deduct premium for 4 months

105.49
.24

Value 6 years, 2 months before maturity (flat)
Interest for 4 months on $100.00 at 6%

105.25
2.00

Price including interest
107.25
At the next interest date the bond will be written down to
$105.13, its value at that date as shown by the bond table.
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Illustration—bond at a discount: what price should be paid for
a $100.00 bond due in 8 years and 1 month, bearing 4% and
bought on a 5½% basis plus accrued interest?
90.40
Value 8 years to maturity (per bond table)
89.92
“ 8½ “ “ “
“
“
“

Difference—discount amortized in 6 months
Multiply by fraction of period expired—5 months

..48
5/6

Discount amortized in 5 months
Add value 8½ years before maturity
Add accrued interest at 4% on $100 for 5 months

.40
89.92
1.67

Price including interest

91.99

Optional Redemption

When a bond or other obligation gives the debtor the option
of paying the debt before maturity, this right must be taken into
consideration in determining the price to be paid if the purchase
is to be made at a premium or a discount.
If the debtor has the right to redeem at par before maturity,
the purchase price should be computed on the assumption that the
right will be exercised if the bond is purchased at a premium.
The reason for the assumption can be shown by a comparison of
prices in a bond table.
A 6% bond payable in 20 years bought on a 5% basis should
cost 112.55.
A 6% bond payable in 15 years bought on a 5% basis should
cost 110.47.
Now if the bond is payable in twenty years with an option
to redeem in fifteen years the purchaser may be buying a bond
with only fifteen years to run; and he should pay for it on the
supposition that it will be paid at the optional date.
On the other hand if the bond is to be purchased at a dis
count, he should assume that it will not be paid until maturity.
A bond table shows that
A 5% bond payable in 15 years bought on a 6% basis should cost
90.20; a 5% bond payable in 20 years bought on a 6% basis should
cost 88.44.
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If the purchaser pays 90.20 for the bond and it is not paid for
twenty years, he will not earn 6% on his investment. In fact, he
will earn a little less than 5⅞%.
If the debtor must pay a premium in order to redeem the bond
before maturity, the purchaser should assume that the option will
not be exercised in case the bond is to be sold at a discount. It
was shown in the preceding paragraph that a 5%. bond sold on a
6% basis would sell for $90.20 if redeemable at par at the end of
15 years. If redeemable at a premium, it would sell for a still
higher price. But a purchaser would be unwise to pay this higher
price when there was a possibility that the bond would run the
full twenty years. He should buy on the assumption that the
option will not be exercised. If it is exercised his rate of earning
will be more than 6%.
But if the bond is to be purchased at a premium, and if the
debtor must pay a premium to redeem the bond before maturity,
the purchaser cannot assume that the option will be exercised, nor
can he assume that it will not be exercised. The advantage to the
debtor arising from the payment at par on an optional maturity
date may vanish if he has to pay a premium if he redeems before
maturity. Whether or not it will be advantageous will depend on
the amount of the premium. Therefore, the purchaser should
compute the price to be paid on the given basis if the bond runs to
maturity, and the price to be paid if the option to redeem at a
premium is exercised; and he should then pay the lower price.
To illustrate: on a 5% basis what should be paid for a
$1,000.00 6% bond, due in 20 years, with a privilege of redemp
tion in 15 years at 110?
A bond table shows the value on a 5% basis of a 20 year 6%
bond to be $1,125.50.
The value if the option is exercised could be computed thus:
Value of 1,100 in 15 years:
Present value of 1 at 2½% due 30 periods hence .476742685
Multiply by
1100

524.4169535
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Value of coupons:
Present value of 1, as above
.476742685
Compound discount
.523257315
.523257315÷.02½ =20.9302926, present value of annuity
of 1
20.9302926X30=627.908778
524.4169
Value of par and premium
Value of coupons
627.9087

1152.3256

Total

The price, on the assumption that the bond runs to maturity,
is $1,125.50. On the assumption that it is paid at the optional
date, the price is $1,152.33. The purchaser should assume that the
option will not be exercised and pay $1,125.50.
If the premium to be paid at the optional redemption date
is not too large, it may still be desirable to exercise the option.
To illustrate: what price should be paid for the bond in the
preceding illustration if the optional redemption price is 101 in
stead of 110?
Price if option is not exercised: $1,125.50, as above.
Price if option is exercised:
Present value of 1010 in 15 years:
Present value of 1 at 2½% due 30 periods hence .476742685
Multiply by
1010

Present value of coupons—as above

481.5101
627.9087

Total
1,109.4188
This price, $1,109.42, should be paid because it is less than
$1,125.50.
Computing

the

Rate

on

Bonds Sold

at

Premium or Discount

When a bond is purchased on the basis of an effective rate
other than the nominal rate, it is a simple matter to compute the
price to be paid; but when the bond is purchased at a price not
listed in the bond tables, it is by no means an easy matter to com
pute the price. In fact, there is no mathematical formula which
can be applied to determine the rate exactly. The rate can be
approximated in several ways, two of which will be explained.
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A 25 year 6% $100 bond, interest payable semi-annually, is
purchased for $110.38. What is the effective rate?
This price of $110.38 is shown by a bond table to be the price
on a 5.25% basis. The bond table shows:
25 years 6%
5.20%
111.12
5.25
110.38
5.30
109.64
But let us assume that the 110.38 is not shown by the table
and that the nearest values are
On a 5.20 basis
111.12
On a 5.30 “
109.64

Then .10 of one per cent. difference in the rate causes 1.48
difference in price.
Price on a 5.20 basis
111.12
Price given in illustration
110.38
Difference
Then to find the approximate rate, add to 5.20%.
74
— of .10 of 1%

.74

148

74
----- of .10=.05
148
5.20%+.05%=5.25% the rate.
This rate happens to be exactly correct, but it is very unusual
to obtain exact results by interpolation.
The rate may be approximated by the following formulas
when bond tables are not available for interpolation:
Bond at a premium:
2 (I—Pr)

Bond at a discount:
2 (I+D)
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The symbols used are:
r—effective rate per period
I—total interest on bonds
Pr—premium
D—discount
C—cost (par + premium; or par — discount).
n—number of interest periods.
Applying the first formula to the illustration:
2 (150—10.38)
r=----------------------=2.65% per period
10.38
50 (110.38+100+
50
or 5.30% per annum.
It will be noted that this result is much less exact than the
one obtained by interpolation—still it is useful when one has no
bond table and desires to obtain a rough approximation of the
rate.
Illustration of bond at a discount: a 10 year 5% $100 bond is
bought at 96.94. Interest is payable semi-annually. What is the
approximate effective rate?
2 (50+3.06)
-=2.692% per period
3.06
20(96.94+100
20
or 5.384% per annum.
The true effective rate is 5.40%.
This method produces a rate which is too large on bonds sold
at a premium and too small on bonds sold at a discount. The
error is due to the fact that the formula is based on arithmetical
progression, while the amortized premium or discount does not
increase or decrease periodically in an arithmetical progression.
Depreciation

Two depreciation methods—the annuity and sinking fund
methods—involve compound interest. When the annuity method
is used, the investment in the depreciating asset is dealt with as
if it were an investment in an annuity. The periodical deprecia
tion charges are analogous to rents and must be large enough to
exhaust the cost of the asset, or the cost less residual value, and
also provide for the interest. In other words, the charge to opera447
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tions for depreciation must provide for credits to interest, for
interest on the gradually diminishing investment, and for credits to
the depreciation reserve. The amount of the credit to interest is
computed by multiplying the carrying value of the asset (cost less
reserve at beginning of period) by the interest rate. The credit
to the reserve is the difference between the charge to depreciation
and the credit to interest.
When there is no scrap value, the formula for computing the
periodical depreciation, is
c
In this formula:
d=periodical depreciation
c=cost of asset
F=present value of annuity of 1.
Illustration: what is the annual depreciation on an asset cost
ing $5,000 which will have no value at the end of five years, if
depreciation is to be computed by the annuity method using a
rate of 5% ? Present value at 5% of 1 due 5 periods hence is
.783526166.
Then .216473834÷.05=4.32947668, or P.
5000
=1.154.87.
d=
4.32947668
The annual depreciation entries may be tabulated thus:
Year
Debit
Credit
Carrying
Credit
depreciation
interest
reserve
value
5,000.00
1
1,154.87
250.00
904.87
4,095.13
2
1,154.87
204.76
950.11
3,145.02
3
1,154.87
997.62
157.25
2,147.40
4
1,154.87
107.37
1,047.50
1,099.90
5
1,154.87
55.00
1,099.87
.03
When there is a scrap value, the formula is:

c—

P
In which the new symbols are s, representing scrap value and
p, representing present value of 1.
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Assuming that the asset in the preceding illustration will have
a residual value of $2,000 at the end of 5 years, what should be
the annual depreciation?
The present value of 1 at 5% due in 5 periods, was stated in
the illustration to be .783526166; and the present value of an
annuity of 1 for 5 periods at 5% was computed above, as
4.32947668. Then
_ 5000—(2000 X.783526166)
d=------------------------------------- —792.92.
4.32947668
The annual depreciation entries may be tabulated thus:
Carrying
Debit
Credit
Credit
depreciation
value
Year
interest
reserve
5,000.00
542.92
4,457.08
792.92
1
250.00
3,887.01
2
792.92
222.85
570.07
3,288.44
598.57
792.92
194.35
3
164.42
628.50
2,659.94
792.92
4
2,000.02
659.92
792.92
133.00
5
The sinking fund method is based on the assumption that a
fund is created at compound interest to equal the total deprecia
tion. If a fund is created, the contribution is computed in accord
ance with the formula already stated and explained, namely:
S.F.C.=S.F.÷A
Since the total fund required is the difference between the cost
and the scrap value of the asset, the formula for determining the
periodical contribution to the fund is
c—
S.F.C.=-----A
Illustration: what annual contribution should be made to a
fund on a 5% basis, compounded annually, to provide for an
asset costing $5,000.00 and expected to have a residual value of
$2,000 at the expiration of 5 years? And what should be the
annual entries for the fund and the depreciation reserve?
1.055=1.276282.
A=.276282÷.05=5.52564
5000—2000
=542.92
S.F.C =
5.52564
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Table of Fund Entries

Balance
Credit
Debit
Credit
cash
fund
interest
Year
fund
542.92
542.92
542.92
1
542.92
1,112.99
27.15
2
570.07
1,711.56
55.65
542.92
598.57
3
2,340.06
85.58
542.92
628.50
4
2,999.98
659.92
117.00
542.92
5
The reserve should keep pace with the fund so that at the end
of the anticipated life of the asset, the fund and the reserve each
will equal the total depreciation. Therefore, the amount charged
each year to the fund, as shown in the “debit fund” column, should
be charged to depreciation and credited to the reserve for de
preciation.
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EDITORIAL

Professional Ethics
The number of circular letters emanating from stationers, office
supply houses and similar concerns offering commissions to ac
countants for any contracts which they may be able to place on
behalf of clients indicates that there must be now and then an
accountant who is ignorant of the laws of ethics or wilfully flouts
them.
Recently a member of the American Institute of Accountants
forwarded to this office a letter from a New York concern in
which the following paragraph appeared:
“We can make you an attractive proposition whereby
we give you 5% commission on any contracts your clients
may give us at your instance, or if you prefer you can
make the contracts direct with your clients and sublet
them to us, in which case we could give you the quota
tion.”
Other offers of the same kind, some of them implying a belief
in a much more debased condition of practice have been dis
tributed within the past few months.
Of course, even in purely commercial undertakings it would
not be free from objection if an agent were to accept commissions
for contracts placed on behalf of a principal in the way inferred
in the letter above quoted, but in the case of a professional prac
titioner the offense would be far worse.
The American Institute of Accountants has laid down a code
of ethics and is adding to it year by year as cases arise which call
for a more particular expression of the practice approved by the
best thought in the profession.
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The code contains a specific prohibition of commissions of any
kind. Possibly if this fact were brought to the attention of sta
tioners and others who are guilty of offering commissions they
might be inclined to a feeling of greater respect for the profession
which they now insult.
Repeated inquiries are received as to what are the rules of
conduct approved by the institute. In response to that request
we publish herewith the code as it was amended at the time of the
annual meeting in September.
Not only will the rule against commissions be read with
interest, but that relating to contingent fees is of peculiar im
portance at this time in view of the temptations of income tax
practice. Other rules in the list are also of continuing value and
importance.
AMERICAN INSTITUTE OF ACCOUNTANTS
Rules of Professional Conduct

Including amendments and additions prepared by the committee
on professional ethics and approved by the council
prior to September 30, 1919.
(1) A firm or partnership, all the individual members of
which are members of the institute (or in part members and in
part associates, provided all the members of the firm are either
members or associates) may describe itself as “Members of the
American Institute of Accountants”; but a firm or partnership,
all the individual members of which are not members of the insti
tute (or in part members and in part associates), or an individual
practising under a style denoting a partnership when in fact there
be no partner or partners, or a corporation, or an individual or
individuals practising under a style denoting a corporate organiza
tion shall not use the designation “Members (or Associates) of
the American Institute of Accountants.”
(2) The preparation and certification of exhibits, statements,
schedules or other forms of accountancy work, containing an
essential mis-statement of fact or omission therefrom of such a
fact as would amount to an essential mis-statement, shall be, ipso
facto, cause for expulsion or for such other discipline as the coun
cil may impose, upon proper presentation of proof that such mis
statement was either wilful or was the result of such gross negli
gence as to be inexcusable.
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(3) No member shall allow any person to practise in his name
as a public accountant who is not a member of the institute or in
partnership with him or in his employ on a salary.
(4) No member shall directly or indirectly allow or agree to
allow a commission, brokerage or other participation by the laity
in the fees or profits of his professional work; nor shall he accept
directly or indirectly from the laity any commission, brokerage
or other participation for professional or commercial business
turned over to others as an incident of his services to clients.
(5) No member shall engage in any business or occupation
conjointly with that of a public accountant, which in the opinion
of the executive committee or of the council is incompatible or
inconsistent therewith.
(6) No member shall certify any accounts, exhibits, state
ments, schedules or other forms of accountancy work which have
not been verified entirely under the supervision of himself, a mem
ber of his firm, one of his staff, a member of this institute or a
member of a similar association of good standing in foreign coun
tries which has been approved by the council.
(7) No member shall take part in any effort to secure the
enactment or amendment of any state or federal law or of any
regulation of any governmental or civic body, affecting the prac
tice of the profession, without giving immediate notice thereof to
the secretary of the institute, who in turn shall at once advise the
executive committee or the council.
(8) No member shall directly or indirectly solicit the clients
or encroach upon the business of another member, but it is the
right of any member to give proper service and advice to those
asking such service or advice.
(9) For a period not exceeding two years after notice by the
committee on ethical publicity no member or associate shall be
permitted to distribute circulars or other instruments of publicity
without the consent and approval of said committee.
(10) No member shall directly or indirectly offer employment
to an employe of a fellow member without first informing said
fellow member of his intent. This rule shall not be construed so
as to inhibit negotiations with any one who of his own initiative
or in response to public advertisement shall apply to a member for
employment.
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(11) No member shall render professional service, the antici
pated fee for which shall be contingent upon his findings and
results thereof. This rule shall be construed as inhibiting onlyservices in which the accountant’s findings or expert opinion might
be influenced by considerations of personal financial interest.

Tax Return Makers
From time to time we have published in these pages examples
of letters of solicitation sent out by so-called tax experts. One
of the most noteworthy came to hand recently addressed to the
American Association of Public Accountants.
For the benefit of those who are unfamiliar with the ways of
some of the “tax experts” we publish the letter herewith and
draw particular attention to the statement that a saving can be
effected in all cases:
July 9, 1919
Amer. Assn. of Public Accts.

1 Liberty Street, City.

Subject—Capital Stock Tax Returns

Gentlemen :

For the past fifteen years I have been engaged in various financial and
accounting departments of the U. S. Government, and during the past
year have been employed as an examiner in the capital stock tax division
of the Bureau of Internal Revenue, Treasury Department, Washington,
D. C. As a result I am familiar with the departmental methods of
determining the fair average value of the capital stock of corporations,
and am in a position to advise as to which exhibit could best be used in the
interest of your client, or on what percentage earnings could properly be
capitalized.
I would consider a working arrangement whereby I could devote a part
of my time to handling your capital stock tax business. The detail we can
discuss to better mutual advantage in a personal interview. Without any
knowledge of the returns your clients will make for 1920 or those filed
for 1919 there exists no doubt in my mind as to my ability to show a
saving.
Trusting you will grant me the courtesy of an interview for the pur
pose of discussing the matter further, I am
Very respectfully yours,

Value of Audited Statements
Accountants have been preaching the doctrine of the value of
audited statements for so many years that they sometimes become
discouraged at the apparently slow progress which the campaign
of education makes. There is, however, a steady and gratifying
spread of appreciation of the facts, and business men as a rule
are ready to admit that there is a distinct advantage to be derived
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from the services of an auditor. Ultimately of course the audited
statement will be universal where modern methods prevail, but it
is with present developments that we are now concerned.
Bankers have refrained from insisting upon audited state
ments chiefly because of the fear of driving away customers.
If one bank required audited statements and its neighbor across
the street did not, it has been the belief that there would be a
large number of customers going to the second bank and reducing
the volume of business of the first.
Bankers recognize the facts, however, and it is gratifying to
find publication of the facts where it will do much good.
As an illustration we quote the following from the Bulletin
of the New York Credit Men’s Association of November, 1919:
The Value of Audited Statements

It has become the custom among many progressive manufacturers and
merchants to have attached to their financial statements the certificate of
a competent public auditor, and several prominent New York banks and
commercial note brokers are endeavoring to make the custom universal.
If the business men of the country generally would fully realize the
prestige given their paper in the open market by an audit of their books
they would take steps in this direction at once. The city and country banks
which invest their surplus funds in outside notes must rely very largely
upon the statements presented to them by the note brokers, and where
the statements appear on their face equally attractive the banks naturally
give preference to the note of a house whose figures are certified to them
by competent and disinterested public accountants. The banks and note
brokers do well to insist upon audited statements in order to render their
business safer, but the mercantile community as a whole has not yet fully
realized the importance of the audited statement in finding a broader and
more ready market in which to secure their requirements and the larger
trade facilities generally that go with an unquestioned credit. Manu
facturers and merchants should bear in mind that nothing will so well give
them this unquestioned credit as an attractive financial statement whose
figures are verified by public auditors of good repute.

It is to be hoped that the sound logic of the foregoing com
ment will impress itself upon those who read it.

Efficiency
If there is any one word in the vocabulary of which the public
is heartily weary it is “efficiency.” We have had so much talk
of efficiency and so many fakers have paraded under the guise
of producers of efficiency that it has become a word to be used
seldom and with great care.
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Accountants especially should be wary of this badly strained
word. There is a considerable portion of the public which has
not learned to distinguish between the man who professes to
understand the things which make for true efficiency and the
man who really can bring about greater production and wider
results in business, finance and industry.
It is always a matter of some gratification to us to learn of
destruction of the efficiency bubble, and we believe that many of
our readers have the same feeling. Accordingly, the following
story from the Washington Star will probably appeal to a great
majority of the readers of this magazine.
“Fads and crazes,” said Representative Cordell Hull, of Tennessee, “in
vade the world of business the same as they invade the world of fashion.
They soon die out, though.
“Take the scientific management craze. A young man applied to a
friend of mine the other day in Nashville for a job.
“‘Look here!’ said my friend, ‘your face seems very familiar. Didn’t
you use to represent the Efficiency Engineers’ Corporation? You wanted
me to let the efficiency engineers bring my business up to date, didn’t you ?
What has become of the concern?’
“ ‘Busted, sir.’
“‘Then you tackled me as the representative of a system. You called
yourself an affairs doctor. You offered to put my affairs on sound, modern
lines. Is that system busted, too?’
“ ‘Yes, sir; she’s busted.’
“ ‘Well, after that you got the lost motion idea. You wanted to prove
that this back number mill of mine wasted over 70 per cent. of its time in
lost motion. What about the lost motion company?’
“ ‘Busted, too, sir.’
“ ‘Humph!’ said he. ‘For years you’ve been offering to teach me my
business and now, when your employers all go up, you ask me for a job.
What use would you be to me?’
“ ‘With my varied and vast experience in such matters,’ said the appli
cant, ‘I’d be very useful, indeed, sir, in the event of your failure.’ ”

Auditors* Certificates
Every accountant has read or taken part in discussions as to
the proper form of certificate, and we are gradually getting to a
point where the public may expect to have all certificates so ex
pressed as to be intelligible and comprehensive.
Occasionally in the past, however, there was a certificate which
was more or less adequate to the occasion and we have recently
received copy of one published by a railroad company which is of
interest for its quaint phraseology and also for the accuracy and
intelligibility of its construction:
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Copy of Auditors’ Certificate
January 2, 1846
We have examined the treasure account for the year 1845 as
stated on this page and find the same rightly charged, well
vouched and properly cast and balanced and there is now due
from the treasurer the sum of ten thousand, two hundred fortytwo dollars and forty-nine cents which he will carry to new ac
count with the corporation.
Signed by four directors
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The only change made in the amended article 1506, issued under T. D.
2943, is the exclusion of Virginia partnership associations from those, like
Michigan partnership associations, mentioned in the next to last sentence
as being uniformly treated as corporations.
The court decision under T. D. 2944, regarding deductibility of bond
discount, has no relation to present conditions. It relates to the 1909 act
only, under which the court ruled that the pro-rated instalments of dis
count on bonds sold were not deductible because they were neither interest
nor a loss. Now, under regulations 45, such discount is deductible—and
as interest. The subject is fully discussed in article 544, wherein the
treatment is carefully and properly worked out for all conditions, whether
the bonds are sold at par, at a discount or at a premium. If the bonds are
sold at par, discount on the purchase is to be credited as income and
premiums paid are to be deducted as expense all at once—that is, in the
year when the purchase occurs. If bonds are sold at a premium or dis
count, the premium or discount is to be pro-rated over the life of the
bonds, as income or expense, as the case may be, and only the difference
between the premium or discount on retirement and the corresponding
amount remaining unaccounted for as income or expense on the bonds pur
chased must be reported in the year when the bonds are repurchased.

TREASURY RULINGS
(T. D. 2943, Nov. 6, 1919.)

Income tax—Limited partnerships as a corporation.

Article 1506 of regulations 45 is hereby amended to read as follows:
Art. 1506. Limited partnership as corporation.—On the other hand,
limited partnerships of the type of partnerships with limited liability or
partnership associations authorized by the statutes of Pennsylvania and of
a few other states are only nominally partnerships. Such so-called limited
partnerships, offering opportunity for limiting the liability of all the mem
bers, providing for the transferability of partnership shares, and capable of
holding real estate and bringing suit in the common name are more truly
corporations than partnerships and must make returns of income and pay
the tax as corporations. The income received by the members out of the
earnings of such limited partnerships will be treated in their personal
returns in the same manner as distributions on the stock of corporations.
In all doubtful cases limited partnerships will be treated as corporations
unless they submit satisfactory proof that they are not in effect so organ
ized. A Michigan partnership association is a corporation. Such a cor
poration may or may not be a personal service corporation. See sections
200 and 218 of the statute and articles 1523-1532.
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Deduction under

(T. D. 2944, Nov. 8, 1919.)
Income tax—Decision of court.
Section 38, Act of August 5, 1909,

of

Discount on

Bonds Sold.

Where a corporation sold bonds at a discount during 1906, 1907, and 1908
no deduction from gross income for the years 1909, 1910, and 1911 of
sums set aside by the corporation to pay such discount at the maturity
of the bonds is permitted under the provisions of section 38, act of
August 5, 1909, authorizing corporations to deduct from gross income
“(second) all losses actually sustained within the year * * *” and
“(third) interest actually paid within the year on its bonded or other
indebtedness * * *.”—Baldwin Locomotive Works v. McCouch (221
Fed., 59) explained.
The appended decision of the United States circuit court of appeals for
the ninth circuit in the case of Southern Pacific Railroad Co. v. Muenter
is published not as a ruling of the treasury department but for the infor
mation of internal-revenue officers and others concerned.
In

the

United States Circuit Court

of

Appeals

for the

Ninth Circuit.

No. 3286 and 3287,--------- Term, 1919.
Southern Pacific Railroad Co., a corporation, plaintiff in error, v. August
E. Muenter, formerly collector of internal revenue, et al.,
defendants in error.

(In error to the United States District Court for the Northern District of
California.)
Before Gilbert, Ross, and Hunt, circuit judges.
Gilbert, circuit judge: The court below sustained a demurrer to the
complaint brought by the plaintiff in error to recover certain items of
corporation income tax paid under protest upon its net income for the
years 1909, 1910, and 1911. The complaint alleged that during the years
1906, 1907, 1908, the plaintiff in error borrowed various sums of money,
and as security therefor issued and sold interest-bearing bonds of the par
value of $1,000, drawing interest at 4 per cent. per annum, and maturing
on the first day of January, 1955, which bonds it was necessary to sell at a
discount. The amount involved in the action is the sum of $1,392.22,
income tax upon reserved sums of money which the plaintiff in error had
set aside as the pro rata amount of the discount for the years in question
distributed over the entire period until the maturity of the bonds, the
plaintiff in error contending that the discount is to be regarded as a portion
of the interest which it pays upon the loans. The question presented is
whether or not money so reserved and set aside by book entries to meet
the final payment of the discount could be deducted from the net income of
the corporation under the income tax law of 1909 ( 36 Stat., 102, sec. 38).
That act, so far as it pertains to this question, provides that the net income
upon which the tax is to be assessed is ascertained by deducting from the
gross income (second) all losses actually sustained within the year and not
compensated by insurance or otherwise, (third) interest actually paid within
the year on its bonded or other indebtedness. The plaintiff in error refers
to Baldwin Locomotive Works v. McCoach (215 Fed., 967), and the same
case on appeal (221 Fed., 59), as sustaining its contention. In that case the
bonds were 31-year bonds, and the assessor thought it proper to deduct
one-thirty-first of the total discount from the gross income of each taxable
year. The controverted question in the case, however, was whether or not
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the corporation could deduct for the year 1910 the total discount upon the
bonds which they had sold at 5 per cent. discount. The court held that a
book charge because of the sale of an issue of bonds at less than par is
not a part of the “expenses actually paid within the year out of income” so
as to be deducted from gross income. There was no discussion of the
question whether one-thirty-first part of the total discount deducted for
the year had been deducted lawfully, as that deduction was not involved in
the controversy. We think the present case is determined adversely to the
plaintiff in error by the plain language of the statute. The money set apart
upon the books each year until the maturity of the bonds to meet the loss
which came from selling the bonds below par was the application of a
prudent and proper system of business, and was a wise provision for the
future, but it was not the payment of interest, nor did it represent a loss
actually sustained within the year. The money was not in fact paid out.
Notwithstanding the books of the plaintiff in error the money is still in its
possession, and subject to its control. A system of bookkeeping will not
justify the Government in claiming taxes, nor will it justify the taxpayer in
claiming exemption from taxation. The facts must control. Baldwin
Locomotive Works v. McCoach (221 Fed., 59); Mitchell Bros. v. Doyle
(225 Fed., 437).
The judgment is affirmed.
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Profits and Dividends

Many accountants have taken the position that some classes of profits
must not be credited to surplus, because they are not available for divi
dends. Some go so far as to say that dividends cannot be paid except
from those profits which are the results of operations of a normal and
regular character.
In the discussions of this question much confusion has arisen from
the use of the word “should.” In treating of the right of directors to pay
dividends out of contributed surplus, it is often said that they should
not do so. Whether intended to be so construed or not, it is undoubtedly
true that the statement is generally understood to mean that the directors
could not legally pay such dividends. It may have been intended to
mean only that the directors are morally bound not to deceive the stock
holders and, therefore, ought not to mislead them by tacitly allowing them
to think that a dividend had been paid out of earned profits, when it
actually came out of the surplus paid in by the stockholders themselves.
In determining the earning power of a business only those profits are
to be considered which are the result of the normal operation of the
enterprise, and in stating those profits only those elements are to be in
cluded which are necessary to the operations. Since it is not essential
to a commercial enterprise that it should borrow or lend money, interest
is not to be classed as an operating expense or profit. Cash discount
would be subject to the same ruling unless it is treated as a reduction of
price instead of a financial item similar to interest. Bad debts are also
excluded from the operating expense, both on the ground that they are
the fault of the management and not of the operating departments, and
because they are theoretically not essential to any business.
There are then expenses and profits which are not part of the opera
tions of a business, strictly speaking, and yet, as every one will admit, they
affect the final profits out of which dividends are payable.
One source of profits outside of normal operations is the sale of fixed
assets for more than was paid for them. When land is the only asset
sold, the increase in the price realized is, without any doubt, an ex
traneous profit to which operations have contributed nothing. But when
buildings are included, or any other assets on which depreciation has
been regularly charged off, such as horses and wagons, the situation may
be complicated. If an account has been kept with “land and buildings,”
with a reserve account to which has been regularly credited the deprecia
tion on the buildings, and all the real estate has been sold for a price in
excess of the book value, there are two possible explanations of the excess.
Each asset may have realized more than its book value.
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One asset may have realized more and the other less than its book
value, the difference, of course, being the excess of the whole amount
realized over the book value of the combined account.
To illustrate: suppose land cost $25,000 and buildings $75,000 and there
is a reserve for depreciation of buildings of $30,000, the net carrying value
of land and buildings would be $70,000. If they are now sold for $85,000,
there is an apparent profit of $15,000. To determine where the profit is
made it will be necessary to separate land from buildings, not only in the
account but also in the sale. After charging $30,000 to reserve for
depreciation and crediting it to buildings, the terms of the sale are
analyzed to find that the land was valued at $35,000 and the buildings at
$50,000. The result of the sale would therefore be:
Book value, land
Buildings

25,000
45,000

Realized 35,000
“
50,000

Profit
10,000
“ (?) 5,000

70,000

85,000

15,000

On the other hand the analysis of the sale may show that $45,000 was
allowed for the land and only $40,000 for the buildings, the result being:
Realized 45,000 Profit
Book value, land
20,000
25,000
“
40,000 Loss
45,000
5,000
Buildings
85,000

70,000

Net profit 15,000

In the first case the increased value of the land is, without any doubt, a
realized profit, but the excess of $5,000 attributable to the building is not.
It must be remembered that the depreciation reserve set up was based
entirely on an estimate. Therefore the carrying value of the buildings at
$45,000 was merely the judgment of some one as to their present worth.
The realization of $50,000 for them proves that the judgment was at fault,
and that too much depreciation has been allowed. The charging off of
$5,000 more depreciation than had actually been suffered has reduced the
operating profits in the past and this reduction has been reflected in a
corresponding reduction of the surplus. To correct the error the regular
surplus account must receive the credit, whatever the disposition made of
the $10,000 increase in the land.
In the second case the same reasoning would make necessary a charge
to regular surplus to correct the deficiency in the past charges for deprecia
tion, and the extraneous profit to be dealt with would be $20,000 instead
of the net, $15,000. This would be subject to change, however, if it were
decided that the depreciation in the past had been correct for a going busi
ness, and that the present loss on the buildings had been taken in order to
secure the profit on the land. The loss may not be due to depreciation,
but to the fact that expensive alterations may be necessary to fit the
requirements of the purchasers. In this event, the extraneous profit Would
be the net $15,000.
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Another source of extraneous profit or surplus is that which is con
tributed by the stockholders. This is sometimes done at the inception of a
corporation by paying in more than par for the original stock. The only
way in which this surplus can be so fixed that the directors cannot pay
dividends out of it is by having it made a condition in the original sub
scription that no part of the contributed surplus shall be used, directly or
indirectly, for the declaration of dividends. This would take it out of
the power of the directors, but it would still be possible for the stock
holders to rescind their action and allow the distribution of the surplus.
The advice is often given to auditors to insist upon the putting of such
surplus into an account that will show its true character, such as “con
tributed surplus” or “surplus unavailable for dividends.” There is no
question that this would be advisable, but the reason is that stockholders,
having become accustomed to seeing the item in the balance-sheet, will
inquire why it has disappeared or been reduced. The reason is not the
one usually given—that it will prevent the directors from using it for
dividends—because, in the absence of a contract with the stockholders, the
directors can, at their pleasure, reverse their action and transfer the whole
amount to ordinary surplus, where it will be available for dividends.
One class of contributed surplus is unquestionably to be credited to the
regular surplus account where it is available for dividends to exactly the
same extent as the surplus earned by operations. This condition occurs
when the outstanding stock of a company that already has a surplus is
increased either by the sale of treasury stock or of a new issue of shares.
Suppose that a company has a capital stock outstanding of $10,000 and a
surplus of $10,000, and that an outsider wishes to turn in property at an
agreed valuation of $20,000 for additional stock to be issued. It would be
manifestly unfair to sell the newcomer $20,000 at par, for he would then
own two-thirds of a net worth of $40,000 (capital $30,000, surplus $10,000).
This would give him an interest worth $26,667 for which he had paid only
$20,000 and would reduce the holdings of the old stockholders from $20,000
to $13,333. Unless the old stockholders first declare and issue to them
selves a stock dividend of 100 per cent., the newcomer must be given
stock for a par value of $10,000, and surplus must be credited with the
other $10,000. This is contributed surplus, but by no possibility can it be
classed with the surplus that is contributed by all the stockholders.
The object to be gained by the sale of the new stock is the doubling of
the capital conditions of the company. Therefore the stock issued to the
newcomer must be of exactly the same character as that held by the old
stockholders. The old capitalization consisted of two elements, the capital
stock of $10,000, and an equal amount of surplus available for dividends.
For the newcomer to contribute capital stock of $10,000 and a surplus of
$10,000 which is not available for dividends would mean that he has not
exactly matched the old stock. After the sale the company must show a
stock capital of $20,000 and a surplus of $20,000, and all of the latter must
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be available for dividends. To argue otherwise would be to claim that
there could exist differences between different shares of the same class of
stock.
The question of an estimated profit arising from an appraisal of fixed
assets at a figure above their carrying value when the excess value is based
on market conditions alone is more complicated. On this subject R. H.
Montgomery says:
“Many business men who secure an appraisal which sets forth that
their buildings and machinery are, on the basis of a replaceable valuation
less depreciation, worth more than they cost originally, wish to set up on
their books and statements this diagnosis, and do not like to be told that
they are making trouble for themselves. They have a larger valuation
to wipe out by depreciation reserves, and thus, in a sense, they are
increasing their cost of production. After a credit to surplus account is
made it is most unlikely that any part thereof will be used except for
dividends.
“The law on the subject of profits is not well settled, and will not be
so long as the majority of lawyers retain their profound ignorance of
accounts, but it is quite likely that no legal obstacle would prevent a cor
poration from revaluing part of its assets and applying the excess so raised
to surplus available for dividends. With the law in such an unsatisfactory
condition it remains for the professional auditor to educate the business
public to the principle that it is not only foolhardy but unscientific to
write up the value of an asset which is not for sale and which therefore
cannot be represented by cash or its equivalent. Funds for dividends
should be realized from the earnings, otherwise the working capital of the
company is permanently depleted if a cash dividend is declared out of
surplus created in the manner stated.
“There may be in exceptional cases an obvious rise in value of an item
of fixed assets, but a footnote in the balance-sheet is all that is required
to secure the benefit of an increased credit rating, and any adjustment of
the account in the books by increasing the asset crediting surplus is rarely
permitted by good accounting practice.”
It is to be noted that Mr. Montgomery does not speak of land. In
another place however, he says:
“Land should appear in the balance-sheet at cost, and should not be
written up, although it may be clearly established that values have in
creased. As a matter of fact, an increment in the value of land usually
means higher taxes, with no increase in earning power, so that the in
creased valuation is a detriment so far as current operations are con
cerned. The business does not receive any benefit therefrom except in case
of a sale or a liquidation, and an adjustment of the book value need not be
considered till these actually occur.”
A. Lowes Dickinson says on this subject:
“It is necessary to recognize that there are causes at work, particularly
in young and growing communities, which may render a statement pre
pared on the basis of cost of capital assets misleading and even pre464
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judicial to the proper interests of present owners. Over a period of years
changes in value due to rise or fall in prices may be sufficiently permanent
to render it unfair to one business to maintain original cost values with
another whose assets have been created at widely varying costs. More
over, even where constructed works may have fallen in value owing to
depreciation or obsolescence which has not been provided for, there may
be an offsetting increase in the value of land and its subsoil or other
natural products due to the development of the community and consequent
largely increased demand. It is true that from the point of view of earn
ings such increment may not be taken as in any way a proper offset to
losses due to wear and tear, depreciation or obsolescence; but this does
not alter the fact that in spite of an insufficient provision of depreciation
on some assets, there may be an actual increase on the total value of all
assets. In fact, there are well-known cases in which by far the larger
part of the ultimate profits of a corporation over a long series of years has
been due not to the results of its activities but to the large unearned
increment on its capital assets. This condition must be recognized and is
frequently met by means of careful appraisals of all properties, the result
ing increase (or possibly decrease) being taken up as a special credit or
debit to profit and loss account (or surplus) and shown as entirely distinct
from the operating results.
“In the case, too, of a sale of a portion of the capital assets it may be
entirely legitimate to take up any profit just as it may be necessary to pro
vide for a loss. This may be done by means of an appraisal of the prop
erty remaining unsold, the difference between this figure and the book
figure, after deduction of the sale price of the portion sold, being treated
as the estimated profit or loss arising on the sale and appraisal. This
being divided proportionately to the sale and appraisal figures, the former
will represent the approximate profit or loss on the sale. It is undoubtedly
more conservative to treat profits so arising as a capital reserve available
to meet possible losses from further sales or ultimate realization, while
losses if clearly ascertained would be written off either at once against
past surplus or by instalments against future earnings. There are, how
ever, cases in which a surplus exists beyond all reasonable doubt and no
objection can be taken to treating at any rate a substantial portion thereof
as realized and divisible. It is always difficult to come to a decision as
to the best treatment in cases of this kind; as in many others, each must
be considered on its merits, with due regard to safety in finance and
justice to the varying interests of present and future owners.”
It is to be noted that Mr. Montgomery is much more emphatic in his
condemnation of the writing up of fixed assets than is Mr. Dickinson.
Neither of them brings out with sufficient clearness the folly of writing up
the present value of assets subject to depreciation. Such an increase
would be registered as a present profit or addition to surplus with the
certain knowledge that it will be eventually lost through the increased
charges for depreciation. Present profits founded on future losses are
465

The Journal of Accountancy
not only unscientific—they are foolish in the extreme.
should lend his sanction to such practice.

No accountant

In regard to land there would be really more justification in writing
up the value if there were any way to insure the permanency of the in
creased valuation. Real estate is subject to very violent changes in market
price. When business is prosperous a good manufacturing site may com
mand a price far in excess of its cost, but in hard times the same prop
erty may be almost unsalable. It is a very dangerous doctrine that a com
pany may write up even a portion of an estimated increase in the value of
land and may credit the amount to surplus. Mr. Dickinson’s suggestion
that the increase should be credited to a capital reserve will not meet with
the views of the directors who wish to write up the land. Their object is
to enhance the financial standing of the concern by increasing its surplus,
even if they do not wish to declare dividends against the increase. If they
wished only to show that they owned an asset much more valuable than
its book value, it would suffice to have the balance-sheet show the large
market value in a parenthesis, as Mr. Montgomery suggests.
If the directors insist upon writing up the value of land, an auditor
should protest against the action, and should explicitly deny in his certificate
that he assumed any responsibility for the valuation put upon that asset.
How far the directors are personally responsible for paying dividends
based solely on an increase in market value does not seem to be definitely
determined, but there is at least one English decision which held directors
responsible to creditors because they had paid large dividends based upon
advance in market price of land which was not permanent. When the land
reverted to its original market value the decline was sufficient to bankrupt
the company so that it could not pay its creditors, and the directors were
obliged to make up the shortage.
Dividends are payable out of profits, but those profits must be real and
must not consist merely of a book entry. They must be represented by
cash or by its equivalent which can be sold for cash or add actual value to
the business as an operating enterprise. Land which cost $25,000 is no
more valuable to the business because it is now supposed to be worth
$50,000.

But if the profits are real and are represented by available additions
to the business, they are no less profits because they do not happen to
have been made in the normal operations of the business. To say that
such profits are not to be credited to the regular surplus account and be
available for dividends is as illogical as it would be to say that a loss on the
sale of a fixed asset should not be charged to surplus and thus decrease
the power to declare dividends. If the land that cost $25,000 has been sold
for $15,000 no one will deny that $10,000 must be charged to surplus and
not to “special deficit,” but some accountants claim that if it sold for
$35,000, the gain of $10,000 should be credited to “special surplus” or
“special reserve” and that it could not be used for dividends.
The truth seems to be self-evident that a real profit is a profit, and that
surplus is accumulated profit. When it is once decided that a profit is
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real that is no alternative except to put it with all the other profits into
the surplus account. Of course the officers and directors should not allow
the stockholders to believe that any large increase in the surplus or in the
dividend was caused by the normal operations, but that is really a ques
tion of morals rather than of accounting.
Those who claim that profits other than those from normal operations
must be credited to a special account and cannot be used for dividends are
curiously silent as to what will eventually become of the special account.
If it is wrong to credit the amount to surplus at the time the asset is
sold, it will be equally wrong ten, twenty or fifty years later. The account
must hang, like Mohomet’s coffin, between heaven and earth. It is like a
mirage, very beautiful to look at, but utterly useless, because unattainable.
In following out such a theory a company that already had a working
capital that was too large, if anything, would be obliged still further to
increase it and to carry a large balance of idle cash, or at best invest in
bonds bearing a comparatively low rate of interest. Stockholders who
could use the money to better advantage if allowed to have it as a divi
dend would not have much patience with sophistries that are utterly con
trary to all commonsense.
Another strange claim that is sometimes made is that extraneous profits,
while not available for cash dividends, may be used as the basis for stock
dividends. Such a claim indicates an entire misconception of the legal and
accounting principles governing the declaration of dividends. The right
to declare a dividend depends entirely upon the size of the surplus balance.
The directors can declare a dividend to the full extent of that balance,
provided, of course, that it is a legitimate balance, accumulated from real
profits of whatever kind, and not one made up of fictitious profits prepared
to deceive creditors or stockholders. What form the dividend will take
depends entirely upon the judgment of the directors, guided by the financial
condition of the company. There are no conditions under which it would
be legally right to declare a stock dividend and wrong to declare one pay
able in cash. The possession or lack of available ready money would be
the only determining factor, as a rule.
There is one condition under which the right to declare a dividend has
never been discussed as far as we know. This condition occurs when a
part of the earned surplus has been appropriated to cover a sinking fund
for bonds, and the company has enough idle cash on hand to pay a dividend
larger than the free surplus remaining. This condition is necessarily a
very uncommon one, because the idle cash must have come from some
other source than profits. It could not come from profits because the
surplus account would always be at least as large as the amount of cash
produced by the profit, and there would be no money available with which
to pay a dividend greater than the free surplus. Suppose such a con
dition as the following:
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Land not in use
Sinking fund bonds
Other assets

100,000
150,000
950,000

Capital stock
Bonds
Accounts payable
-.........
Surplus:
Appropriated 150,000
Free
25,000

1,200,000

500,000
400,000
125,000
175,000

1,200,000

The land not in use was originally purchased with the intention of
using it for workmen’s cottages and is not covered by the bond mortgage.
This intention is now abandoned and the land is sold for $100,000 cash,
there being no profit or loss in the deal. The working capital before the
land was sold was sufficient, so that the directors find themselves after the
sale in possession of $100,000 for which they have not the slightest use.
Can they declare and pay a dividend larger than the $25,000 free surplus?
We claim that they can. There is no question that the dividend would
be declared out of accumulated profits, therefore it would be legal as far as
that point was concerned. There remains only the contract with the bond
holders to be considered. The trust deed obligates the company to set
aside a certain sinking fund at regular intervals “out of profits.” This can
mean nothing else than that the sinking fund instalments shall be paid “out
of the funds realized from profits.” It is a precautionary measure in
tended to prevent the directors from dissipating the funds by paying divi
dends before the required contribution to the sinking fund is provided.
But it does not prevent the making of contributions to the sinking fund
by the use of money that is obtained from sources other than profits.
Therefore the company could use the $100,000 idle cash to buy that amount
of bonds for the sinking fund, thus putting themselves in the position of
having anticipated the requirements of the trust deed by $100,000 plus the
difference between that sum and the present value of instalments amount
ing to $100,000.
It does not seem to need any argument to prove that this anticipation
of the instalments which it had been intended should be provided for by
future profits would release those profits from the requirements of the
trust deed and make them available for dividends. If all the profits were
thus distributed in dividends up to $100,000, the situation, other things
being equal, would be:
500,000
250,000 Capital stock
Sinking fund bonds
400,000
950,000 Bonds
Other assets
125,000
Accounts payable
Surplus, all appropriated 175,000

1,200,000

1,200,000

No one could object to this disposition of the $100,000 cash. The bond
holders would be satisfied because the sinking fund established for their
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protection is as large as they have any right to claim that it should be at
this date, and the stockholders would naturally not complain at receiving
the extra dividend.
But if it is admissible to devote the unexpected cash to the sinking fund
and the money derived from subsequent profits to the payment of divi
dends, the converse must be held to be equally admissible, namely, that
the cash can be used at once for the payment of a special dividend of
$100,000, and future profits may be depended upon to take care of the
sinking fund as the trust deed provides.
The point is that there is nothing sacred about the appropriated surplus.
It can be encroached upon, provided there is no danger that such action
will in itself endanger the sinking fund. If future profits were not suf
ficient to provide the required contributions to the sinking fund, the deficit
would not have been caused by the use made of the unexpected cash, but
would have occurred in any event.
If this reasoning is agreed to, there is another encroachment upon the
appropriated surplus that must also be allowed. Suppose that no unex
pected cash is obtained, but that in regular course the sinking fund and
the appropriated surplus have reached $250,000, and the directors realize
that it is useless to carry so large an item in the surplus account where it
is unavailable. They therefore declare a stock dividend of fifty per cent.,
raise the capital stock to $750,000 and completely wipe out the appropriated
surplus. Again, no one can object, because no one is harmed.
What, then, is the use of the division of the surplus account between
appropriated and free? There is only one reason for it. It explains to
the stockholder why he cannot receive cash dividends commensurate with
the large surplus appearing on the balance-sheet. That is a financial and
not a legal or an accounting inhibition, and only financial considerations
must govern the treatment of the subject. If the appropriated surplus is
partly or entirely wiped out, the accounting has helped to simplify the ex
planation of the financial situation.
There is one occasion when some notice must be taken of the appro
priation of the proceeds of profits to the sinking fund as an accounting
necessity. This occurs when the actual contributions to the sinking fund
are less than those required by the trust deed, although the profits have
been ample to cover the requirements. This deficit is a liability that affects
not only the free surplus, but the active assets as well. It should be in
cluded among the active liabilities as a debt due at once. Merely to show
appropriated surplus as that much larger than the sinking fund will call
attention to the fact, but will not show the amount as a current liability.
It may be shown in a foot-note, but that is not at all satisfactory. It can
probably be shown best as an addition to the sinking fund, thus:
Sinking fund bonds
140,000
Unpaid instalment due
10,000
150,000
with an item among the current liabilities of sinking fund instalment due
10,000, the entries to be reversed when the contribution is made.
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A strange part of this whole subject is that no attention is paid by
accountants to any appropriation of profits other than that involved in the
establishment of a sinking fund. If a company without any bonds out
standing has used a very large amount of the funds provided out of profits
to build additional plant it would have a large surplus which it would be
financially unable to use for dividends. Yet in such circumstances no one
seems to think that it is necessary to notify the stockholders by dividing
the surplus. Why the stockholders should understand one condition better
than they could the other is hard to see. Yet the only difference is that in
one case the appropriation of the funds is voluntary and in the other is.
compulsory. As far as the ability to pay dividends is concerned the situa
tions are identical.
Amortizing Serial Bonds

Editor, Students' Department:
Sir: $1,000,000.00 serial bonds issued to be retired over a period of
five years, interest rate 5%. It is desired to retire an amount of principal
each year that added to the interest due will equalize the total amount
(principal plus interest) over the entire period. In other words, the
amount paid each year for both purposes will be neither greater nor less
than that paid during any other year.
Will you please inform me as to some simple method of calculation by
which these results may be obtained?
Yours very truly,
R. S. H.
The $1,000,000 is the present value of an annuity of unknown payments
at 5 per cent. Assuming that the reduction of principal is made annually
and coincides with the interest dates, the computation would be:
Present value of annuity of $1 at 5% for 5 periods is $4.329477
Then
$1,000,000 4- 4.329477 is $230,974.78, the annual payment.
If no table of present values is available and the regular formula is not
remembered, the present value of the annuity can easily be calculated by
finding the present value of $1 for each successive year, thus
.952381
1.000000 ÷ 1.05 =
.952381 ÷ 1.05 =
.907029
.863838
.907029 ÷ 1.05 =
.822703
.863838 ÷ 1.05 =
.822703 ÷ .105 =
.783527
4.329478
The proof of this is shown by the following table:
Year
Payment
Interest paid Bonds paid
1
230,974.78
50,000.00
180,974.78
2
230,974.78
40,951.26
190,023.52
3
230,974.78
31,450.09
199,524.69
4
230,974.78
21,473.85
209,500.93
5
230,974.78
10,998.80
219,975.98

1,154,873.90

154,874.00

Balance
1,000,000.00
819,025.22
629,001.70
429,477.01
219,976.08
.10

999,999.90

The discrepancy is owing, of course, to dropping fractions of one cent
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Practically this theoretical treatment cannot be followed out exactly,
"because there are no such odd amounts in the bonds to be paid. It would
be necessary to raise or lower the annual payments so as to allow of the
redemption of an even $1,000 or $500, if bonds are issued for the smaller
amount. This would make a slight difference in the interest, but it would
not be important.
The theory of this and kindred problems is discussed in Accountancy of
Investment, by Sprague and Perrine.
Life Insurance Policy as

an

Asset

Editor, Students’ Department:
Sir: In your issue of April, 1918, you answered an inquiry from Mr.
Wheeler in reference to the principles involved in carrying an insurance
policy as an asset on a balance-sheet. Your reply indicated that the cash
surrender value of the policy should be set up on the balance-sheet under
current assets, and that the difference between this item and the premiums
paid should be charged as an expense.
We have recently noted a balance-sheet wherein the entire amount of
the insurance premium for several years has been carried as an asset
account and nothing charged to expense. The policies were ordinary life
insurance policies made out to the corporation, and they were carried in the
balance-sheet under the heading “deferred assets.” Kindly give me your
opinion with reference to this practice.
H. E. C.
There are two objections to carrying as an asset the total of premiums
paid on an ordinary life insurance issued on the life of an officer of a cor
poration.
One is that in that form of policy the insurance feature predominates.
The result is that the cash value is very small, and if the insured lives long
enough the premiums will amount to more than the face of the policy. At
no time is the policy worth what it is carried for, unless it becomes a claim
by the death of the insured.
The other objection is that it presupposes the continuance of the policy
until the death of the officer, which can by no means be taken for granted.
The officer may resign or be discharged. If this happens, the company
must give up the policy, since it no longer has an insurable interest in the
officers’ life. All that the company can realize on the policy will be its
cash surrender value at the end of the year for which it has paid the
premium. It is not necessary to surrender the policy to the insurance com
pany, if the officer wishes to continue it for the benefit of his estate and is
willing to pay the cash surrender value to have it transferred to him.
Or the company may fail, in which case the receiver must collect the
cash surrender value either from the insurance company or from the officer.
If either of these contingencies happens, the overvalued asset would
have to be written down. In the meantime, the accounts would be illogical,
because they include an asset at a speculative value, and also because they
represent the company as insuring an expensive risk without paying any
thing for it.
The classification of the asset of “life insurance policy” should be as an
investment, rather than as a deferred asset, or as a current asset, as we
formerly stated.
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Errors in Posting and in Trial Balance

Editor, Students’ Department:
Sir : If the following questions possess sufficient merit, I would like to
see them discussed in The Journal of Accountancy:
1. After closing the books of original entry for the month and posting
the entries to the ledger you find you posted a payment to cash purchases
instead of accounts payable.
2. How should one proceed to detect an error in a trial balance?
3. What is the advantage of having the cash account in the ledger?
Yours very truly,
New York.
S. G.
1. If the posting referred to was that of a single item posted sepa
rately, it can be corrected by ruling out the amount in cash purchases
account on the ledger with red ink and then making the proper posting to
accounts payable.
If the cashbook has columns for cash purchases and accounts payable
and the item in question has been entered in the wrong column, the correc
tion must be by journal entry, debiting accounts payable, and crediting cash
purchases.
2. There is only one infallible way to detect an error in a trial balance.
Divide the ledger into sections: if bound, each section may consist of SO
or 100 pages; if loose-leaf and alphabetical, each letter may be taken as a
section. On analysis paper, head columns with the page numbers or letters
representing the different sections. From the books of original entry post
each item to its proper column. Bringing the results together you will have
all the debits and all the credits for each section for the month. From the
trial balance at the beginning of the month ascertain the total debit balances
of each section, to which add the month’s debits for that section. Do the
same with the credits. The difference between these debit and credit totals
should be the same as between the two sides of the trial balance for that
section at the end of the month. In this way all sections in which there are
no errors will be eliminated. The sections that do not prove may be care
fully checked or may be again blocked into sections of a very few pages
each.
3. There is no special advantage in having a cash account on the ledger,
except to make the ledger complete in itself.
Stock Dividend—or Bonus

Editor, Students’ Department:
Sir: I am employed by a corporation which at the present time is
developing an aero-cruiser for commercial air traffic. The company has a
capital of $1,000,000, par value $50 a share. Stock is selling for $100.
Here is an outline of what the company proposes to do. Sell enough
stock to build and test first machine, which will cost about $400,000. After
the test of this machine has proved successful, additional capital will be
required to open up a commercial air route to all important cities in this
and foreign countries. The increase will possibly be first to $50,000,000 and
the par value will be increased from $50 to $100. All stockholders will
surrender their certificates after the increased capitalization has been
formulated and for every share surrendered will be given twenty-four
additional or a total of twenty-five shares, the balance to remain in the
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treasury to be sold for additional working capital to finance the company.
This then would mean a stock dividend to all stockholders of 2400%.
Under the first paragraph I have shown the entries as follows:
Charge subscription account
$100
Credit unissued stock
$50
Stock premium account
50
Is this method correct? Would the division of stock (provided each
stockholder is given an additional twenty-four shares) be considered a
profit and be subject to federal income taxes?
The present company is incorporated to develop and test a machine and,
after it has proved satisfactory, additional capital will be required to open
up a commercial air route, as the original capital of this company is to be
used only for a test machine.
Will you kindly give me all the information you can consistently give
in regard to the above questions?
Thanking you in advance for this favor, I beg to remain
Yours very truly,
St. Louis, Missouri.
L. W. C.
Your entry for the original subscription to the stock is correct, but you
are wrong in saying that the giving of 25 shares for one at the re-organiza
tion is a stock dividend. It is not a dividend of any kind.
Let us assume that 5,000 shares of the old stock are paid for at $100
each. There would then be a credit of $250,000 to capital stock and an
equal credit of $250,000 to stock premium. The experiments are all suc
cessful and the company proceeds to issue the new stock to its present
stockholders at 25 for 1. It will be necessary to make this entry:
Capital stock, for old shares surrendered
250,000
Premium on stock, for premium on above
250,000
?
12,000,000
Capital stock, new issue
12,500,000
It is understood that 25 shares of new stock with a par of $100 are to
be given for one share of old stock with a par of $50 and a premium of $50.
The question is: To what account is the $12,000,000 item to be charged?
It is not goodwill, because that is something that is the result of an estab
lished and successful business. Nothing is said about any patents, fran
chises or any other asset of that character. As the matter stands, there is
only one name for the account, and that is “discount on stock.” There
would be a plausible excuse for calling it “bonus to experimental stock
holders,” on the ground that they stood behind a proposition that had a 1
to 25 chance of succeeding, and were entitled to the reward of their daring.
In any event the item is not a profit or a dividend from profits, and would
not seem to be taxable as income. However, the internal revenue depart
ment may rule otherwise.
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“Some Phases of Capital Stock”

Editor, The Journal of Accountancy:
Sir : I would like to make a few comments through your correspondence
section on the discussion in the Students’ Department of The Journal of
Accountancy for October, 1919, of the writer’s articles, Some Phases of
Capital Stock and Transactions Between Partner and Firm, appearing in
the May and July, 1919, issues, respectively, of the Journal.
Discount

on

Capital Stock

The writer freely admits that it is not a particularly vicious accounting
practice to eliminate stock discounts by means of charges to accumulated
earnings. Further, the balance-sheet is of course ideally a statement of
financial position (although it is not at all true even ideally that “it tells
nothing whatever of past history except the results’’) and may not show
in a single account the total of earnings not paid as dividends; for sur
plus may be transferred to various “reserve” accounts or be carried to the
capital stock account by either of two methods, (1) the stock dividend, or
(2) the elimination of any stock discounts or organization deficits. Still,
if discounts were retained (even though shown as deductions from formal
capital on the liability side) it might yet be true that the balance-sheet
would present a more significant picture to the manager or investor in
much the same way as does (so it is sometimes said) the retention of the
costs of fixed assets in use in the balance sheet, offset by allowances for
accrued depreciation, show the situation more clearly than the presentation
of net values. In any case the point is no doubt a minor and not a funda
mental matter of balance-sheet construction.
The editor of the Students’ Department, however, goes a bit too far in
trying to find a reason for the writing off of discounts when he states
that the perpetuation of stock discounts beyond the time when such items
might have been eliminated by charges to undivided profits has a bearing
upon the liability of the stockholder at time of liquidation. Would any
court decide that a mere bookkeeping procedure, the combination of the
discount and surplus accounts, had an influence in determining the liability
of a stockholder to the creditors? Although court decisions are some
times based on very flimsy foundations, I do not believe that any court
would so decide. If surplus to exceed the discount were once accumulated;
this fact of earnings invested in the business could easily be determined
and would certainly in no wise be affected by the bookkeeping treatment
of discounts. The significant thing in the case cited in the Students’
Department is evidently the fact that the surplus “was a real one,” not
that the discount had been charged off. The idea that the bookkeeping
treatment of discounts—whichever method is used in no way affecting the
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periodic statement of net proprietorship—determines in certain cases the
liability of stockholders to creditors is ridiculous. Further, the point in
any case has no reference to any but insolvent companies, and it is usually
agreed that general statements of accounting procedure are intended to
apply to the normal, healthy enterprise.
Transactions Between Partner

and

Firm

No one, of course, is reluctant to “acknowledge that a man may act in
a dual capacity.” An individual may act in a dozen capacities, in busi
ness as elsewhere. The accountant cannot always afford, however, to pro
ceed as if each capacity were represented by an independent person for
accounting purposes. He must sometimes recognize that “all roads lead
to Rome.”
In the unlimited partnership the law recognizes that for the purpose
of satisfying the creditors there is no essential distinction between the
assets of the firm and other property of the partners. From the point
of view of the creditors, accordingly, the typical partnership balance-sheet
is a somewhat nominal statement. The accountant assumes a business
entity, although the law does not, and prepares the statements from this
standpoint; but the point is still well taken that in certain cases this
assumed entity must be ignored and the partner as a partner be identified
with the partner as an outsider.
In fact the only case in which the accountant can stick safely to the
“dual capacity” proposition is the open corporation. Although the law
endows every corporation with an entity apart and distinct from the per
sonnel of its members it has long been recognized by the courts that this
entity must often be brushed aside to get at the real facts; and the
accountant must sometimes do likewise. A rather extreme illustration
will serve to make this point emphatic. In a certain corporation ninety
eight per cent. of the capital stock is held by one individual, the president.
In regard to methods of disposing of its profits this company has had a
checkered history. For several years profits were turned over to the
president as “salary”; for a few years regular dividends were declared
and paid; in recent years there have been no dividends but the president
has “borrowed” a couple of millions from the business, and accounts
receivable have been charged with this amount. Now if the corporation
in this case is to be viewed as a distinct entity for accounting purposes,
and the president as simply an individual borrowing the corporate funds,
it appears that the company’s invested capital has not been impaired. The
income tax unit, however, would ignore the corporate entity in such a case
and view this company as essentially a sole-proprietorship. The charges
to accounts receivable covering the president’s borrowings would be thrown
out of invested capital and treated simply as proprietary drawings. And
this is, of course, the common-sense way to handle the case.
Similarly, the salaries of officers in close corporations are bona fide
expenses if we adopt the view that these officers as employees are entirely
distinct and apart from these officers as proprietors. They are hired by
the corporation, it may be urged, just as is any outsider, and their salaries
475

The Journal of Accountancy
are therefore expenses. The common-sense view in family corporations
is that these officers virtually engage themselves. And here again we
find the treasury department taking the attitude that the test as to whether
such salaries are expenses or in whole or in part profit distributions is
reasonableness. In other words the department refuses to be beguiled by
the proposition that the stockholder as an employee is entirely distinct from
the stockholder as a proprietor controlling corporate policies. The dual
functions are recognized, but not the dual business personalities.
“Common sense is not recognized as a guide by some accountants,”
as the editor of the Students’ Department points out, but he has tagged the
wrong bunch with this label. The accountant who does not recognize
common sense as a guide is the man who meticulously follows the two
personalities, the proprietor as an employee or borrower and the pro
prietor as an owner, and insists on maintaining this differentiation in all
cases, regardless of the absurdities this practice may lead to in the case of
the partnership and the close corporation. Statements of financial opera
tion and condition prepared according to this view will in many cases
certainly not be accepted by the courts or the treasury department.
The editor of the Students' Department makes one criticism which is
evidently due to an oversight. In speaking of the case where B does
not pay interest on his drawings but authorizes a charge to his capital
account he quotes from the article in question as follows:
“ ‘The concurrent credit in such a case is usually to the interest revenue
account, and if this procedure is followed the entries giving effect to this
agreement would be:
B, Capital ........................................ $600
Interest ................................
$600
“ ‘The credit to interest is ostensibly a revenue item, but a careful
examination of the case discloses the fact that no revenue whatever was
involved and that the essence of this transaction is simply an adjustment
between the two partners. This can perhaps be best shown by an examina
tion of hypothetical balance-sheets as affected by this transaction alone.’”
The first balance-sheet is then given and the quotation continues,
“ 'Ignoring all other possible transactions, and assuming that A and B
share income in proportion to respective investments, the item of interest
revenue recognized in the above entries might now be divided and credited
to the partners’ capital accounts.’”
Here follow the entries and the succeeding balance-sheet, and then the
conclusion,
“ ‘A comparison of the two balance-sheets shows very clearly that no
revenue whatever has been realized since asset and equity totals remain
unchanged . . .
”
In criticism of this demonstration the editor states that “it cannot be
too strongly emphasized that a comparison of two balance-sheets does not
show anything whatever in regard to intermediate profit or loss,” and goes
on to show this by bringing in additional transactions and assuming the
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profits resulting therefrom withdrawn. In view of the italicized statements
above (the italics were not, of course, in the original article), which the
editor himself quotes, it is evident that this criticism is entirely undeserved.
The demonstration given was sound. It is certainly true if balance-sheets
were struck immediately before and after a single transaction containing
an element of net revenue that the totals of the second balance-sheet would
be larger than those of the first by the amount of such net revenue.
Yours truly,
W. A. Paton.
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MERCANTILE CREDITS AND COLLECTIONS, by Charles A.
Meyer, The MacMillan Co., New York.
A manual for the guidance of credit men and collection departments
written from the practical experience of the author. “Practical” is the
best word to describe the book, as little space is given to theory or
psychology. Part I gives advice to the credit man and part II to the
collection department, as to the methods the author has found most useful.
Part III contains the United States bankruptcy law. An appendix contains
the requirements of each state as to conditional sales contracts, a section
probably of more value to public accountants than any other part of the
book. There is a good index.
The old saw, “tricks in all trades,” is somewhat forcibly brought to
mind by the reading of chapter VI, Your Own Collection Agency. The
idea of forming a dummy corporation of your own for the purpose of
scaring the debtor into paying by carrying out the threat of putting his
account into the hands of a collection agency may be pretty well known
in business circles, but it is astonishing to find the scheme recommended in
so public a form. It will also be unpleasing news perhaps to a victim of
this mild form of deceit to learn that it is even possible that he has con
tributed indirectly to help swell the profits of his creditor through the
dummy corporation’s share of the collection fees. Of course, no honest
debtor should ever find himself subject to this peculiar form of mulcting,
and equally of course there is no law to prevent it, but nevertheless this
whole chapter has an unpleasant ring.
W. H. L.

HOW TO ANALYZE INDUSTRIAL SECURITIES, by Clinton
Collver, Moody's Investors Service. New York.
Such a competent little handbook as How to Analyze Industrial
Securities if widely distributed among investors would increase public
demand for high standards of analytical ability on the part of public
accountants. The day is coming when stockholders and investors will
insist upon reading not only the auditor’s certificate but his entire report.
What this will mean in increased responsibility for the public accountant
is obvious. It will call for the exercise of such keen observation, sound
judgment and severe logical reasoning that one foresees a long and arduous
apprenticeship for the future aspirant to the front ranks of the pro
fession.
We confess that we took up this book of Mr. Collver’s in a somewhat
flippant frame of mind. We have seen too many of the “how-to-get-richquick-on-Wall-St.” type of booklet. After reading with particular interest
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parts IV and V, however, we “remain to pray”—that some happy day in the
future may see the elimination of the unflattering opening of chapter XVI—
“Too much reliance has been placed upon the indorsement
of public accountants of income accounts and balance-sheets,”
and further—
“Two of the largest firms, whose certificates are found
on many large corporations’ reports, do not enjoy a good
reputation among accountants.”
A bit of qualifying consolation is found in the next sentence—
“On the other hand the writer has been employed by two
of the largest firms in the country whose standing is above
suspicion.”
Quis custodiet custodies? If the public is warned not to place too much
reliance upon our certificates, whom may it rely upon? What is more to
the point, whose fault is it? We take it that Mr. Collver means not to
impute moral turpitude (a matter with which the American Institute of
Accountants is amply able to deal) so much as lack of training and
ability. And that is most emphatically a matter for the serious considera
tion of every member of the profession.
Though modern accountancy writers touch more or less upon the im
portance of good analyses of accounts, we do not know of anyone who
goes into it so thoroughly and practically as Mr. Collver. We think this
book—handy for the pocket, concisely and clearly written, well indexed—a
most useful addition to any accountant’s library, and particularly adapted as
a manual for juniors with ambition.
W. H. L.
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Harry Ambs

We announce with regret the death of Harry Ambs, associate of the
American Institute of Accountants, who died at his home in Brooklyn,
December 4th. Mr. Ambs had been on the staff of Price, Waterhouse &
Co. for many years.

Henry F. Moore and Charles J. Booth announce the formation of a
firm under the name of Moore & Booth, with offices in New York buildings
Seattle, Washington.
Ward, Fisher, Carpenter & Philbrick announce the opening of an office
at 8 Beacon street, Boston, Massachusetts.
Frank Ralph Wheeler announces the opening of an office at 722-3
Stephen Girard building, Philadelphia.

Temple, Webb & Co., announce the removal of their St. Paul office to
the Capital National Bank building.

Hood & Strong announce the removal of their offices to Newhall build
ing, San Francisco, California.

Bertram Goldsmith announces the opening of an office at 200 Fifth
avenue, New York.
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American Institute of Accountants
List of Officers, Members of Council and Committees
1919-1920

OFFICERS
President................................................................. Waldron H. Rand, 101 Milk Street, Boston, Mass.
Arthur W. Teele, 120 Broadway, New York
Vice-presidents........................................................ H. Ivor Thomas, 616 Higgins Bldg., Los Angeles, Cal.
Treasurer..................................................................J. E. Sterrett, 54 William Street, New York
Secretary............. ...................................
A. P. Richardson, 1 Liberty Street, New York
Members

of the

Council

For five years:
For three years:
Hamilton S. Corwin............................New Jersey
J. S. M. Goodloe.................................. New York
Edward E. Gore.......................................... Illinois
Elmer L. Hatter.....................................Maryland
Charles S. Ludlam............................... New York
J. Edward Masters........................ Massachusetts
Overton S. Meldrum............................. Kentucky
James S. Matteson.............................. Minnesota
Charles Neville...................................... Georgia
Robert H. Montgomery........................ New York
Adam A. Ross..................................Pennsylvania
Carl H. Nau.................................................... Ohio
C. M. Williams................................ Washington
W. Ernest Seatree..................................... Illinois
For four years :
For two years:
Harvey S. Chase........................... Massachusetts
F. W. Lafrentz.................................... New York
J. D. M. Crockett.................................... Missouri
W. R. Mackenzie....................................... Oregon
W. Sanders Davies............................... New York
Walter Mucklow........................................ Florida
Page Lawrence..................................... Colorado
John B. Niven.................................... New Jersey
Ernest Reckitt............................................. Illinois
Herbert G. Stockwell...................... Pennsylvania
W. A. Smith.........................................Tennessee
F. F. White........................................ New Jersey
Edward L. Suffern............................New Jersey
Arthur Young..............................................Illinois
For one year :*
John F. Forbes...................................... California
Elijah W. Sells.................................... New York
William P. Hilton................................. Virginia
E. G. Shorrock................................... Washington
J. Porter Joplin.......................................... Illinois
F. A. Tilton............................................. Michigan
* A vacancy exists in the membership of council for this term.
Board of Examiners

For three years:
For two years :
F. H. Hurdman................................... New York
W. P. Hilton............................................ Virginia
J. C. Scobie............................................New York
John B. Niven, Chairman................ New Jersey
Arthur W. Teele................................. New York
Ernest Reckitt......................................... Illinois
For one year:
Charles S. Ludlam............................... New York
Waldron H. Rand......................... Massachusetts
H. Ivor Thomas..................................... California
Auditors

C. E. Iszard............................................Delaware

William R. Tolleth................................... Virginia

COMMITTEES
Executive Committee

The President, Chairman............ Massachusetts
W. Sanders Davies............................. New York
The Treasurer...................................... New York
J. E. Masters................................... Massachusetts
H. S. Corwin...................................... New Jersey
John B. Niven.................................... New Jersey
E. W. Sells.......................................... New York
Committee on Professional Ethics

Carl H. Nau, Chairman................................. Ohio
J. Porter Joplin............................
Illinois
J. D. M. Crockett................................... Missouri
T. Edward Ross................................ Pennsylvania
Charles H. Tuttle.......................... Massachusetts
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Committee

on

Committee

Arbitration

C. E. Wermuth, Chairman...................Louisiana
Lewis G. Fisher...................
Rhode Island
E. Lovejoy........................................... New York
Committee

on

Budget

and

Finance

E. W. Sells, Chairman....................... New York
Thomas L. Berry................................... Maryland
Charles Hecht..................................... New York
Committee

on

Constitution

and

By-Laws

W. R. Mackenzie, Chairman.................... Oregon
W. A. Coy...................................................... Ohio
W. S. Sutton.................................... Pennsylvania
Committee on Education

W. S. Whittlesey, Chairman................ New York
Allan Davies............ ........................... New York
C. O. Wellington.......................... Massachusetts
Committee on Ethical Publicity

W. Sanders Davies, Chairman.............New York
Carl H. Nau................................................... Ohio
T. Edward Ross..................... :.... Pennsylvania
Committee

on

Federal Legislation

Adam A. Ross, Chairman.............. Pennsylvania
Francis Oakey.................................... New York
Archibald Bowman............................ New York
Committee on Meetings

W. A. Clader, Chairman....................... Delaware
J. E. Bates......................... District of Columbia
A. M. Pullen........................................... Virginia
Committee

on

Publication

Committee on State Legislation

J. S. M. Goodloe, Chairman............... New York
J. E. Hutchinson........................................ Texas
F. A. Smith............................................. Missouri
Committee

on

Administration

of

Endowment

Geo. O. May, Chairman...................... New York
Robert Douglas............................ Massachusetts
J. Porter Joplin.......................................... Illinois
S. R. Mitchell....................................... New York E. W. Sells...........................................New York
Committee

on

Increased Membership

Page Lawrence, Chairman................... Colorado
E. L. Pride.................................... Massachusetts
Wm. Whitfield............................................Oregon
Committee on National Budget

Francis Oakey, Chairman.................. New York
Archibald Bowman............................. New York
Adam A. Ross................................... Philadelphia
Committee

on

Procedure

Henry B. Fernald, Chairman.......... New Jersey
Julius J. Anderson............................... Minnesota
John F. Forbes.....................................California
W. B. Richards.................................... New York
H. E. Smith........................................ Washington
Committee

Nominations

H. S. Corwin, Chairman.................... New York
Joseph M. Pugh...............................Pennsylvania
C. M. Williams................................ Washington

on

J. E. Sterrett, Chairman...................... New York
William M. Lybrand............................. New York
F. F. White............ ........................... New Jersey

on

Subsidiary Organizations

Robert H. Montgomery, Chairman... New York
A. T. Bacon.............................................. Illinois
Stephen G. Rusk....................................... Ohio

Duties of the Junior Accountant
By W. B. REYNOLDS and F. W. THORNTON
Published under the Endowment Fund of the American Institute of Accountants
(SECOND EDITION)

The second edition of Duties of the Junior Accountant is now ready for delivery.
A short chapter on “Reports” and other matter not in the first edition have
been added.
This standard guide for the junior accountant has established itself in most of
the prominent accounting offices.

Every junior should have it with him to show him what to do and how to do it.
The volume consists of 101 pages and is of convenient size.
The American Institute of Accountants,

1 Liberty Street, New York.
Gentlemen :

Enclosed find $........................... for which send................................................ copies of ‘‘Duties of the Junior
Accountant,’’ at $1.00 a copy, to the following address:

When writing to advertisers kindly mention The Journal

of

Accountancy
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A Specialized Tool
Does the best Work
The Chinese bookkeeper uses a fine flexible brush because it is specially
adapted to his style of writing. The up-to-date accountant who has
thoroughly tested

The “Swan” Safety Posting

Fountain Pen
will not be satisfied with any other writing tool. He knows from expe
rience that it has been carefully specialized for the kind of work he has
to do, and will enable him to do that work with economy of time
and effort.

Because
1. It does not continually draw attention away
from the work to the ink bottle.

2. It is as easy to use as a pencil.
3. It does not tire the hand or cause writer’s
cramp.
4. It has a sure, steady flow of ink.

5. It makes a smooth even line, and deposits so
little ink that blotting is unnecessary.
6. The point is not corroded by the ink and
does not become scratchy and unsatisfac
tory.
7. It does not blot or sweat and can be carried
in any position.

You Can Test It For Yourself
Try one on ten days’ approval. Test thoroughly its convenience and
fitness for your work. If it does not please you, you may return it.
Let us send you one on these conditions.

Size 2,

$3.00

Federal Tax .15

Size 3,

$4.00

Federal Tax

.20

Mabie
17 MAIDEN LANE,
NEW YORK

Size 4,

$4.50

Federal Tax .23

Size 5,

$5.50

Federal Tax

.28

T
&
odd
Co.
209 S. STATE ST
CHICAGO
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Snap!
Goes the lead!
— and with it minutes
far more valuable than
the pencil itself.
Such embarrassments
may be avoided — and
ease and rapidity in
work secured—by using

BRIEF CASES
FOR ACCOUNTANTS
AND BUSINESS MEN
The Brief Case illustrated, made of the best grade
Russet Sole Leather, size 17 x 10½, has three pockets,
each with an expansion of two inches; also one small
pocket size 9x5 with flap fastened with snapbutton.
Straps extend entirely around the case; handle is ad
justable on straps, always keeps in the center; has
first class padlock with two keys. Price complete,
$18.00.
Every L.L.B. Brief Case has all the good points of
the best Brief Cases made, plus the particular atten
tion that has been paid to style. Exceptionally strong,
durable and light.

60 other styles from $6 to $19.

Send for Catalog No. 27

Express prepaid anywhere in U. S.
if not satisfied.

Money back

L. L. B. CASE MFG. CO
5 CEDAR STREET, NEW YORK

DIXON'S

ELdoradO
“the master dialingpencil"

Write for our interesting
booklet “Finding Your
Pencil” and learn what a
difference the right Eldo
rado can make in your work.
Write us today for free
samples of your Eldorado,
mentioning your dealer’s
name and the kind of work
you do.

COST ACCOUNTING
For MEN and WOMEN
Our course in Cost Accounting is
designed to prepare men and women
for work as cost accountants, so much
in demand just now by the Govern
ment.

Other courses include Accountancy,
Auditing, Business Law, and Special
Post-Graduate Problems preparing for
C. P. A. Examination.
Send for catalog. Personal service
of R. J. Bennett, C. A., C. P. A.

Bennett Accountancy Institute
261 Farragut Street, Philadelphia, Pa.
There is a Dixon-quality Pencil, Crayon
and Eraser for every purpose

When writing to advertisers kindly mention The Journal of Accountancy
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Accountants
Get the 1920 Certified Liberty
Bond. Interest Calendar.
Interest computed on all issues
of Liberty Bonds and Victory
Notes according to the rules of
the New York Stock Exchange
on amounts from $50 to $1,000,000 in the multiples of the
hundreds from one to nine, for
every business day in the year.

Price $3.00

H. G. LATIMER, Jr.

Accounting
Mathematics
Simplified
This subject is treated in a very compre
hensive manner in our new book

Mathematics for the Accountant
By EUGENE R. VINAL, A.M.,

Professor of Accounting and Actuarial Science
in the School of Commerce and Finance,
Northeastern College, Boston

The fourteen chapters discuss such sub
jects as Accounts Current, Foreign Ex
change, Powers and Roots, Logarithms,
Annuities, Sinking Funds, Amortization,
etc.
At the end of each chapter are problems
based on the work which has preceded.
This valuable book will be sent for 5 days’
examination upon receipt of $2. If you
are not satisfied return the book and your
money will be refunded.

401 Auburn Savings Bank Bldg.

Biddle Publishing Co.,

Auburn, N. Y.

BUSINESS BOOKS

19 West 44th St.,

dept.

14 New York

Street Railway
Accounting
By IRVILLE A. MAY, C.P.A.
Comptroller, The Connecticut Company

Explains in detail the accounting
procedure necessitated by the peculi
arities inherent in street railways. It
covers the entire organization of the
accounting department and its work,
whether done inside or outside the
comptroller’s office.

This manual gives tested working
methods to meet the specialized prob
lems arising from passenger, freight
and express service, payrolls, stores,
audits, statistics, etc. It has over two
hundred carefully designed forms,
simple enough for any employee to
handle, but still containing all the
data the comptroller requires.
Sent for free examination. After five
days, you may send us $5.00, in full
payment, or return the book.

The Ronald Press Company

20 Vesey Street

New York City

PORTFOLIOS OF DISTINCTION
CENTURY Portfolios are equipment of distinction—known and
appreciated for their excellence of material, superb workmanship and
efficient design. In the

CENTURY “DE LUXE” PORTFOLIO (Illustrated)
you will find embodied all the essentials of a practical Portfolio.
Made of heavy English Bridle leather. Black, Russet, or Cordovan.
Size: 1 7" x 11½". Solid shawl straps and adjustable handle. Three
pockets, each with 2½" expansion. Small pocket, 5"x9", with flap
closed by snap buttons, for memo books, pencils, etc. Hand-made
gold finished staple and hooks for padlock. Strong suspending lock
with key. Sent prepaid, anywhere in U. S. for $19.85.

Money immediately refunded if not satisfactory in every
respect.
CENTURY Portfolios, Brief Cases and Secretary Cases
—some priced as low as $5—described in our Catalog “G.” Sent
on request.

CENTURY LEATHER CRAFTS COMPANY
350 Broadway
New York City
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The Lloyd-Thomas
Co.
RECOGNIZED AUTHORITIES ON PHYSICAL VALUES

APPRAISERS

ENGINEERS
CHICAGO

BRANCHES: Cincinnati, Cleveland, Detroit, Indianapolis, Milwaukee, Toronto, Pittsburgh, St. Louis

(Day Dept. Dwight School, 1880)

Founded 1888

NEW YORK PREPARATORY SCHOOL
New York School:

Brooklyn School:

72 Park Avenue

Cor. Franklin and Jefferson Avenues

Bet. 38th and 39th Streets

Two Blocks from Fulton Street

Both Day (Dwight School, 9 to 2:30) and Evening Schools Chartered by Board of Regents
EMIL E. CAMERER, A.M., LL.B., Principal

REGENTS AND COLLEGE
WEST POINT and ANNAPOLIS

NEW TERM BEGINS JANUARY 26TH

Inquire for further particulars, also catalog, and “Success in Regents’ and College Examinations.”

Necessity the Mother of
Invention Originated
Brown Lines
E Z ON THE

ANALYSIS PAPER
Buff and White—Four grades—
4 to 28 columns wide, in variety
of styles, always carried in stock,
padded or loose.
Send for price list and samples.

MAKE BOOKKEEPING A PLEASURE
ORIGINATED AND DESIGNED BY

1401 CITY HALL SQUARE BLDG.

CHICAGO

L H. BIGL0W & COMPANY, Inc.
62 BROAD STREET
NEW YORK

FEDERAL INCOME TAX

There is a business book for you—

Normal and surtax on individual incomes,
$1,000 to $1,000,000, simplified by my
booklet of Tables, etc. Used by Income
Tax Collectors, Accountants, Lawyers,
Banks and Trust Companies.

One that will help you to greater effi
ciency in your daily work. Let the Special
Service Department of The Ronald Press
Co. help you to find the right one. In
formation given without obligation on
any business book published in this
country.

Price $1.

Sent on approval.

Write Now.

E. WRIGLEY, Public Accountant
1328 Broadway (Herald Square) New York

THE RONALD PRESS COMPANY
20 Vesey Street
New York City
Special Service Department
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Sent For Free Examination

Corporation
Accounting
—37 Chapters
1. The Corporate Form
of Business Organiza
tion
2. Kinds of Corporation
Stock
3. Meetings; the Corpor
ate Calendar
4-5. Books and Records
of Corporations
6. Distinctive
Corpora
tion Accounts
7. Entries Relating to
Stock of Original Issue
8. Entries Relating to
Treasury Stock and
Stock of Other Com
panies
9-10. Dividends
and
Their Entry
11-13. Incorporating Pro
prietorships, Man
ufacturing
and
Mining
Corpora
tions, and Partner
ships
14-15. The Nature and
Kinds of Corpora
tion Bonds
16. Forms of Bonds
17. Bond Sales and En
tries for Them
18-19. Handling
Bond
Interest, Dis
counts and Prem
iums
20-21. Sinking Funds
22. Redemption of
Bonds
23. Closing the Corpor
ation Books
24-25. Corporate
State
ments
27. Corporation Reports
28. Features of the Dif
ferent Plans of Cor
porate Consolidation
29-30. Consolidation by
Merger
and by
Lease
31. Accounting in Con
nection with Hold
ing Companies
32. Preparing
Consoli
dated Balance Sheets
and Income Accounts
33. Reorganization
34. Receiverships
35. Receivership and Re
organization
36. Receivership and Sale
37. The Dissolution of
Corporations

HE great manual by R. J.
Bennett, Certified Public Ac
countant; Memberof the Amer
ican Institute of Accountants.

T

The features of corporation law

which the accountant must understand
are covered fully, with an explanation of
the proper procedure in all such matters
as holding meetings, issuing of bonds,
declaring of dividends, etc.
Corporation accounts and records

are shown in full detail with forms of
books, charts, and full treatment of the
handling of ordinary and special entries.
The preparation of reports and
statements required in corporation

accounting is explained in full.
The procedure in consolidations,

receiverships, reorganizations and dis
solutions is fully covered, so that when occa
sion arises the accountant may know just how
to handle his part of the work.
Send No Money—Book Will
Be Sent for Inspection
The price of this exhaustive 563-page manual
of corporation accounting is $4.00 postpaid.
All copies are subject to fullest examination
before final acceptance.
Simply fill out the attached coupon and send in
your order now. “Corporation Accounting”
will be sent you for five days’ examination, to
be kept or returned, just as you may decide.

Full of Specific
Practical Points
Opening the Corporation
Books
Proper Form for Send
ing
out
Dividend
Checks
How to Handle Organi
zation Expenses
Corporation Law which
the Accountant Must
Know
The Correct Conception
of Treasury Stock
Entries for Scrip Divi
dends
The Consolidated Balance
Sheet
The Corporation Calendar
What
a
Corporation
Stock Certificate Must
Show
Legal Rights of Bond
Holders
Possibilities
of
Legal
Complications where a
Company Purchases its
own Stock
Procedure at Corporation
Meetings
Dividends and their En
try on the Books
Making the Accounting
Investigation Prelimin
ary to a Consolidation
Ten Accounts commonly
used
in
Connection
with Capital Stock
How to Close the Books
of a Corporation
Entries when
Salaries
are Paid in Stock
Method
of
Handling
Bond
Interest
Cou
pons
Filing the Certificate of
Incorporation
Detailed Procedure
in
Making a Bond Issue

Dept. 165. The Ronald Press Company, 20 Vesey St., New York
Please send me a copy of Bennett’s “Corporation Accounting.”

After five
days’ examination I will either return the book or remit the price, $4.

Name

Business Firm
or Reference
Address

When writing to advertisers kindly mention The Journal of Accountancy
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Classified Advertisements
Copy for Want Ads. must be in our hands by the 22d of the month preceding the date of issue.

HELP WANTED

Terms $3.00 an inch, payable in advance

HELP WANTED

Wanted

Wanted

An experienced Cost Accountant and Corporation Book
keeper by a Richmond, Virginia, Corporation. No applica
tion will be considered except from those desirous of
locating in Richmond, Va., and are prepared for a perma
nent position, shifters not wanted. Applicant will give
age, experience, and reference, whether married or single,
state salary to start, position permanent. Future benefits
dependent upon applicant’s ability.

Senior and Junior Accountants.
particulars in first letter.

State full

Rowland, Thomas & Co., Butte and Miles City, Montana

Operating in South has opening
for men experienced in construc
tion, payroll, material, and general office accounting.
Answer in own handwriting, stating whether married or
single, detailed experience, and salary expected to start.
Replies will be treated confidentially.

Public Utility

Address Box 951 c/o Journal of Accountancy

Address: Box 1507, Dallas, Texas

SITUATIONS WANTED

Junior Accountant Wanted

with established business is will

An Accountant ing to share office expense with a

Who has had a good education and some experience with
an accounting firm to go to the Philippine Islands.

Fare

and expenses paid to the Philippines and return fare on

completion of four years’ service.

Address Box 947 c/o Journal of Accountancy

Give full particulars in

first letter as to education, experience, age and salary

expected.

practicing accountant having an office in New York City.

Enclose unmounted photo or snap shot with

letter.

Address Box 946 c/o Journal of Accountancy

Wanted

A capable young C. P. A. (or C. A.) as
instructor, technical writer, technical editor,
and office executive. Must be able to write simply on
advanced theory and practice of accounting.
Salary
$3,000 to $5,000, depending upon character of previous
experience and demonstrated degree of executive ability.
Give full statement as to training, experience, and
references.

Nine years’ experience in cost and
general accounting as cost account
ant and chief accountant with several large manufacturing
companies, desires change.
Thorough executive, not
afraid of hard work.

Accountant

Address Box 943 c/o Journal of Accountancy
Married man, 26 years old,
desires position with Public
Accounting firm. Five years’ experience in Corporation
and Cost Accounting. Good education; thoroughly versed
in Higher Accounting. Available February 1, 1920.

Position Wanted

Address Box 953 c/o Journal of Accountancy

Address Box 945 c/o Journal of Accountancy
Young man of 28, with 8
years’ experience as account
ant and auditor desires position with large corporation or
firm of certified accountants. At present employed as
auditor but desires a change. Best of references from
present employers. Salary depends on location. Willing
to go anywhere.

Position Wanted

Experienced Senior for Public Accounting
firm in Western New York. Would prefer
New York State C. P. A. or member of American
Institute.

Wanted

Address Box 944 c/o Journal of Accountancy

Senior or semi-senior with experience in In
come Tax work, by large accounting firm
in the South. State in first letter age, experience, salary
and whether bond can be furnished.

Wanted

Address Box 942 c/o Journal of Accountancy
formerly supervising accountant on staff of
large accounting firm, now privately en
gaged, desires public connection approaching partnership
basis.

C. P. A.

Address Box 950 c/o Journal of Accountancy

Address Box 941 c/o Journal of Accountancy

FOR $3.00 AN INCH
Senior or semi-senior. Must be a
thorough bookkeeper, an expert pen
man and be of neat appearance. Reply must state in
detail, experience, age and salary desired to start. Execu
tive ability essential for advancement.

Accountant

Address Box 949 c/o Journal of Accountancy

You can place your want advertisement on
this classified page — the national market
place for accountants.
WANT AD. DEPARTMENT

The Journal of Accountancy
20 VESEY STREET

NEW YORK CITY

When writing to advertisers kindly mention The Journal of Accountancy

